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PREFACE 


T his book, which began to take form some years ago as a study 
by an academic economist engaged chiefly in teaching and 
research at Sydney University, developed into a destroyer of 
leisure for a person increasingly immersed in the practical aflairs of 
Australian state and Commonwealth governments. It was originally 
intended that it should contain, in addition to a discussion of the prob- 
lems involved in the application of economic theory to policy and of 
the changes which are required in the economist’s equipment, some il- 
lustrative essays in the application of economic theory of the type 
sketched in these pages. The discussion of theory, however, assumed 
larger proportions than I expected, and any further analysis of con- 
crete problems would have made the book unduly long. It is my hope 
that I may be able to undertake a portion of the revision of economic 
theory which is here represented as necessary, if theory is to make the 
greatest contribution to policy; and I h^d intended that this work 
should be followed by one on international trade — a field in which the 
points developed here might receive considerable elaboration. For 
the present, however, it would seem that any further considerable 
work in economic theory must be classed, as far as I am concerned, 
among the things one hopes for as part of post-war reconstruction. 

I have had useful comments on particular points from Messrs. R. J. 
Heyward, S. J. Butlin, R. G. Osborne, and John Burton; and from my 
brother, K. F. Walker. The Index was prepared by Mr. J. S. G. Wil- 
son, and the typescript by Miss Una Shaw. To all these I extend my 
sincere thanks. 

The work would never have reached its present stage if it had not 
been for the encouragement of two others. Mr. Hartley Grattan urged 
me to have my book published in the United States and by his con- 
tinued interest impelled me to make the final effort to bring it to com- 
pletion, shortly before I was called to my present position at the end 
of 1 941 . My wife has heartened me when I have despaired of finishing 
it and supported, with the utmost pzitience and good humor, the sacri- 
fices which my preoccupation has imposed on her. Beyond this she has 
assisted me to see the problem of objectives more clearly than would 
have been possible without her help. 

Publication has been delayed by the outbreak of war in the Pacific 
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and might have been postponed indefinitely but for the good offices 
of Professor], B. Condliffe,' of the University of California, I am very 
grateful to him for finding me an American publisher, and to the 
University of Chicago Press for its interest in the work of a distant 
scholar. 

The book is dedicated to Professor R, C, Mills, head of the Depart- 
ment of Economics of Sydney University and chairman of the Com- 
monwealth Grants Commission, who, as my first teacher and col- 
league, has taught me much more than economics, I would ie to 
think this book worthy to be offered in tribute to one who always in- 
spires his students and coEeagues to give of their best; and, whatever 
his judgment of it as a work on economics, it carries my admiration 
and affection, 

E, Ronald Walker 

Department of War Organization of Industry 
Melbourne 


Novemba 1942 



TABLE OF CONTENTS 


I. The Gulf between Theory and Policy 1 

II. Economic Advbino IN Practice 17 

III. Toward Realistic Economic Theory . ! 36 

IV. Theoretic Blight 54 

V. The Problem of Behavior 77 

VI. Beyond the Market 100 

VII. The Problem of Economic Change 142 

VIII. Some Theories of Economic Development 164 

IX. Next Steps IN THE Theory OF Economic Development .... 191 

X. The lausioN of Neutrality 210 

XI. Some Objectives of Policy 228 

XII. Economic Welfare Reconsidered 246 

Index OF Authors Cited 265 

Index OF Subjects 267 




CHAPTER I 


THE GULF BETWEEN THEORY AND POLICY 

As THE range of governmental action is extended ever more 
widely, the problems of policy formulation and administration 
^ grow ever more complex. In the selection of objectives and 
methods alike, the statesman needs all the help he can get; and, as so 
many governmental problems lie in the field of economics, the econo- 
mist is increasingly prominent among the specialists whose aid is 
sought. The depression gave a great impetus to the employment of 
economists in advisory and other positions and the economic reorgani- 
zation which war necessitates — even in nonbelligerent countries — ^has 
further augmented the demand for the services of those whose teaching 
and writing have established a claim to the understanding of these 
matters. 

This is a great source of satisfaction to the economist; he has long 
felt that the community did not appreciate the use which might be 
made of his specialized knowledge; and this recognition of its prac- 
tical utility, though tardy, is a welcome support to his professional self- 
respect, for the principal incentive to economic studies, and the justi- 
fication of specialization in this field, have always been found in the 
hope that they will contribute to the solution of concrete problems. 
Pure theory, like any other intellectual pursuit, holds a fascination for 
the initiated; and scientific curiosity may impel the economist to explore 
problems which have no obvious bearing upon current practice. But 
the value of economics in the eyes of the public and of most students 
derives from the belief that its main body of doctrine is relevant to 
policy. Even the skeptic does not question the relevance of economic 
studies to problems of policy, though the quality of the economist’s 
perfomance and the accuracy or adequacy of his findings are often 
the subject of bitter criticism. 

The persistence of this skepticism must be faced; it is encountered 
not only among “practical men” and the devotees of other sciences 
but also in the ranks of the economists themselves. Indeed, the posi- 
tion of the economist in relation to policy is somewhat anomalous. His 
advice is sought because “practical men” are at a loss, confronted as 
they are with problems which reach beyond their own experience. 
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But this advice is still to some extent suspect, as being too theoretical or 
academic, too lacking in “practical judgment.” The economist him- 
self, while eager to prove the value of his professional skill, is, or 
should be, acutely conscious of its limitations — of the gulf between the 
economic theory of all academic schools and the process of policy- 
making. Not all economists recognize the width of this gulf. Some, 
on the other hand, regard it as unbridgeable — a moat round their 
ivory tower. Others, intent upon making a contribution to public 
policy, do their best to fill in the gulf for themselves, by acquiring a 
wide personal knowledge of practical affairs. The success of such in- 
dividual efforts, however, can hardly restore the economists’ profes- 
sional amour propre. If, as one may Be tempted to conclude, the prin- 
cipal qualification of an economic adviser is to be a man of the world 
rather than a good economist, enthusiasm for scholarship will be in- 
creasingly confined to the cloistered academic; and the compliment 
which the practical man pays to economic science by asking the econo- 
mist’s advice becomes an empty one. 

Such a conclusion, however, cannot be accepted without further ex- 
amination. If problems of economic theory can be solved by the ap- 
plication of scientific method, cannot the problems of applied eco- 
nomics be dealt with in the same way? Why is there a gulf between 
theory and policy? And what are its dimensions? Are there no prin- 
ciples of bridgebuilding as reliable as those which enabled the econo- 
mist to construct his ivory tower of theory? Metaphor aside, these are 
fundamental questions for the economist who believes in the utility of 
his science. The limitations of economic theory in relation to policy 
must be surveyed. If there is any hope of reconstructing theory in a 
more useful form, the attempt must be made. If its application to con- 
crete problems requires collaboration with other sciences, the points of 
liaison must be established. These questions are of interest for the 
philosophy of science or methodology. But they are also of practical 
importance, because the practical man is confronted with policy prob- 
lems beyond the competence of his unaided common sense. Our dis- 
cussion of the relations between theory and policy and our essays in 
the further development of economic theory will be dominated by the 
latter consideration rather than by an academic interest in systems. 

THE SELF-IMPOSED LIMITATIONS OF ECONOMIC THEORY 

The gulf between economic theory and policy is partly due to the 
appalling complexity of the practical problems with which policy is 
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concerned and the prevalence of obstacles to the use of scientific meth- 
od. Every branch of science has its own external limitations of this 
sort. But there are also the limitations which economists, conscious 
of the independent status of their science, have imposed upon them- 
selves by their definitions of the scope and method of economics. In 
the last hundred years the tendency has been to draw these self-im- 
posed boundaries closer and closer, in the attempt to delimit a field 
within which the findings of economics would be as incontestable as 
the proved theories of other recognized sciences. 

The “political economy” of the eighteenth and early nineteenth 
centuries mixed abstract reasoning with description of existing condi- 
tions, speculation about the future, and discussion of ethical principles 
and political expediency. In an attempt to attain objectivity and cer- 
tainty — in short, to win for economics a place among the “sciences” — 
later writers have shed much of the ethical, technological, and socio- 
logical content of the older political economy and have made much 
of the distinction between the explanation of things as they are and 
the prescription of how they should be. Taking the former task as 
their province, most modern economists deny the competence of their 
science to formulate ends or objectives. The positive findings of eco- 
nomics, within its own restricted field, are presumed to constitute in- 
strumental knowledge which may guide the choice of means to achieve 
a given objective, once that has been independently established as de- 
sirable. Only in this way, it is argued, can economics contribute to 
the success of policy. 

As typical of the modern view we may quote a recent work on eco- 
nomic policy: 

In any consideration of problems of public policy the question of what is “sound” 
inevitably arises. Those who are looking for definitive answers or solutions of that 
sort will not find them in this book. Solutions and definite recommendations of public 
policy are necessarily based as much on subjective evaluation as on scientific observa- 
tion. A judgment of what is sound is as much a matter of the objectives desired as of 
the p’-chr>b]e ror^'-rT^-rire'! of n eiven Mne of action or inaction. Tt is, of course, desir- 
able. -aI'.c:'. i;: ■.! !,':c;i:c v.!:;:! v.-ii! i>rc;s;:!ii>i!)ly follow alternative 

line,' o ;!< i < I l.c ciicicc ca:! ih;!>* be iii.ule rnore t iear.’- 

It might be added that, if the consequences of alternative lines of ac- 
tion are made sufficiently clear by economic analysis, this is sometimes 
tantamount to a definite recommendation. 

However, a survey of the literature of modern economics reveals 

I L. S. Lyon, M. W. Watkins, and Victor Abramson, Government and Economic Lije^ X 
(Washington, 1939), ix. 
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that this exclusion of the normative viewpoint is by no means com- 
plete. The textbooks are full of discussions of the “advantages” of 
large-scale production, the “disadvantages” of barter, the “gain” 
from international trade, the “dangers” of state intervention, the 
“equity” of progressive taxation, and similar points with an ethical 
flavor. In the so-called “welfare economics” of Marshall, Pigou, and 
Cannan, ethical questions are frankly raised and solutions proposed. 
A Swedish professor has found material for a whole book on the con- 
trast between the British economists’ lip service to scientific objectivity 
and the political or ethical flavor of their writings. ^ Few economists 
would contest the view, however, that the attempt to establish a 
wertfrei economic science has been, if not completely successful, never- 
theless worth while, permitting a greater concentration upon the mere 
description and explanation of the operations of the market place and 
a corresponding advance in understanding of cause and effect. After 
all, it may be said that there has been no scarcity of ethical teaching 
of a general nature but there have been countless false ideas as to how 
the economic system actually works. 

The shedding of technology and sociology, along with ethics, as 
political economy has evolved into modern economic theory, has been 
less wholehearted and less generally approved, because the abstrac- 
tion of economic aspects of behavior from the rest of social life is a 
comparatively new achievement of the human intellect and its value 
is not self-evident. If university courses and modern textbooks be 
taken as a guide to the subject matter of any science, it must be ad- 
mitted that the study of legal institutions and technical processes still 
has a place in economics, although the status of these subjects in the 
body of doctrine varies from school to school. At one extreme the 
abstract theorists, whose position has been defined and defended by 
Professor Lionel Robbins,® maintain that economics is in no way con- 
nected with the explanation of technique or institutions but takes 
these, along with the wants and the physical and moral resources of 
members of the community, as the data of economic theory. For these 
economists the economic problem is, given all the data, to allocate the 
available resources between various uses according to some definite 
principle; and economic analysis attempts to discover this principle 
and to exhibit the transactions by which it is made effective. The 

® G. Myrdal, Das politische Element in der nationaloekonomiscken Doktrinbildung (Berlin, 
1932). 

^ Essay on the Nature and Significance of Economic Science (2d ed.; London, 1937). 
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principle is often referred to as the “principle of maximization,” al- 
though the abstract theorists find some difficulty in agreeing as to 
what is to be maximized without introducing ethics or sociology. At 
the other extreme the institutionalists, attempting to obtain and to con- 
vey a picture of “economic behavior” as a whole, give to technics and 
social institutions at least the same status as they give to theory. In- 
deed, their discussion of theory, such as the theory of supply and de- 
mand, bears all the marks of a foreign body. Between these extremes 
the eclectics, who make up the majority of economists, find it im- 
possible to avoid mixing some description of wants, technique, and 
institutions with formal argument and abstract theory. After all, 
much of what is called “monetary theory” is, in fact, a description of 
the technique of banking and foreign exchange and of social habits 
and conventions. On the other hand, in describing “industrial organi- 
zation” many an academic economist deals, not with conditions as 
they exist in the world outside the cloisters, but with conditions implied 
by an armchair theory of costs. 

Nevertheless, the attempt is made to distinguish between the pure 
theory of the market and the description of practice. Generous sur- 
veys of wants, technique, and institutions are more and more the ex- 
ception in economics textbooks. These matters are increasingly rele- 
gated to “allied subjects,” to be studied and, if possible, explained by 
the appropriate specialists, while the economic theorist follows up his 
own specialty. No doubt this specialization has facilitated progress 
in the exploration of the problems of market equilibrium under vari- 
ous assumed conditions; but the resulting body of economic doctrine is 
inevitably more remote from practical affairs than were the writings of 
Adam Smith or even of Alfred Marshall. To this extent the gulf be- 
tween theory and policy is of the economists’ own making. If it was 
necessary for the growth of theory to make this gulf, to cross it is equal- 
ly necessary for the application of theory to policy. 

When the old-fashioned economists attempted to define the scope of 
economics, their purpose was to mark out that portion of the field of 
policy which they had been led to study, from the other problems in 
respect of which they felt they had no special competence. How far the 
economist should go into the technical details of industrial processes or 
into the causes of particular human attitudes and institutions was 
generally regarded as a matter of convenience rather than principle. 
The abstract theorists, however, have sought to define economic the- 
ory anew, in such a way as to exclude the study of technique and in- 
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stitutions. All these are “grouped among the given factors influencing 
the relative scarcity of diflerent economic goods,” ^ while economic 
theory studies only the principles by which these scarce goods are al- 
located between alternative uses. Now what is given cannot be at the 
same time the subject of study. The adoption of this definition im- 
poses a limitation upon the economist’s range of inquiries and dis- 
courages any effort on his part to study scientifically the way in which 
these given factors develop.^ Since changes in wants, technique, and 
institutions are dominant causes of that complexity in economic prob- 
lems which drives the practical man to seek the aid of the economist, 
such a restricted definition tends to widen the gap between economic 
theory and policy.® 

EXTERNAL LIMITATIONS UPON ECONOMIC INVESTIGATIONS 

To some extent the self-imposed limitations of economic theory re- 
flect the difficulty of doing scientific work in any wider field. The pure 
theorist can work in his study; he needs neither laboratory nor field 
work, as long as he confines himself to working out the logical implica- 
tions of a given set of conditions relating to the scarcity of various goods. 
But, if the economist takes wants, technology, and social institutions as 
part of his subject matter, his material is scattered throughout the 
world. Some of it may reach him in the shape of statistics and descrip- 
tive literature and may therefore be available for examination within 
four walls. But there will always be enormous gaps and imperfections 
in the material available to the academic worker, and even to the econ- 
omist in government service. Many of the facts which are necessary for 
a complete picture are not recorded at all; others are recorded but 
secretly. 

Of those that are not recorded, some could be, through special in- 
vestigations; and the amount of new factual material made available 
in the United States in recent years is considerable.^ But cost is a lim- 
iting factor to such research. It is true that a physicist may be pre- 
vented from pursuing certain experiments because he cannot afford 

« Ibid., p. 33. 

® Professor Robbins’ own essays in sociology are the exception that proves the rule. 

At this stage it might be asked: What definition he Hr’Dr-V'-l’ Th'- .-in-we- i«;- 

“None that can be compressed into a single phrase.” ■> o-.cm . r.eii-!': p r ri-.t- 

day theory by showing what it consists of and, by ind.-, J:'i":' i <■ !!■!'•■ a i-. I'ii ii .1 c.il- 
istic theory must be developed, present the case for a broader definition. 

E.g., the monographs of the Temporary National Economic Committee and reports 
of other Congress committees. 
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the necessary equipment. But the economists’ freedom of factual in- 
quiry is much more restricted by this type of limitation, especially in 
countries where funds for social research and trained field investi- 
gators are less abundant than in America. 

The obstacle of privacy, however, stands in the way of many at- 
tempts to record hitherto unobserved facts, as well as denying access 
to material which particular persons or individuals have already pre- 
pared for their own purposes. Here the economic scientist is at a still 
greater disadvantage as compared with the physical scientist. Nature 
rarely burns the evidence. The physicist is not dependent upon police 
power or somebody’s willingness to co-operate. In some fields the gov- 
ernment economist may be able to arrange for the veil to be torn aside 
or lifted discreetly; and in others the privilege of an inside view may 
be more readily accorded to an investigator who has nothing to do 
with the government. But in neither case is the economist free to fol- 
low his scientific curiosity wherever it leads. The directions in which 
factual investigations can be pushed depend largely upon the play of 
social forces. In the case of pure theory, however, no such limitation 
exists. If social forces are to control the course of theoretical specula- 
tion, it is by sanctions against the publication of particular theories; free 
inquiry is restricted only in so far as it may be discouraged by the cen- 
sorship of what the investigator discovers and wishes to make public. 

Apart from the denial of access to facts the publication of which 
might affect particular interests, there is always the danger that per- 
sonal or class bias will limit the economist’s interest in certain facts and 
thereby discourage their investigation. This danger has been com- 
mented on so frequently that, if mere discussion and condemna- 
tion could exorcise it, bias would no longer exist.® But it will always 
constitute a limitation upon the factual material which is accessible to 
the most disinterested economist. 

The economist who is reluctant to abandon the study of actual 
processes for the realms of pure theory is faced, therefore, with the dif- 
ficulty that the available descriptive material, while overwhelming to 
' any single brain, is at the same time inadequate. Fortunately, he need 
no longer rely chiefly upon books written by men whose knowledge of 
the real world was obtained from other books ; but in many countries 
the academic economist has less information at his disposal about busi- 
ness practices and conditions in his own country than about those of 
the United States. 

® Cf. J. A. Hobson, Free Thought in the Social Sciences (London, 1926). 
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There is, however, a further external limitation upon the econo- 
mist’s knowledge of the facts at any particular time, namely, the tend- 
ency of material to be out of date as soon as it has been recorded. This 
has been stressed, above all, in relation to quantitative studies. 

Even if the constants which economists wish to determine were less numerous, and 
the method of experiment more accessible, we should still be faced with the fact that 

the constants themslves are different at different times This malleability in the 

actual substance with which economics deals means that the goal sought is itself per- 
petually shifting, so that, even if it were possible by experiments exactly to determine 
the values of the economic constants to-day, we could not say with confidence that 
this determination would hold good also of to-morrow. Hence the inevitable short 
comings of our science,® 

In this impermanence of the material. Professor Robbins finds support 
for “bigger and better realistic studies”: 

If we are really convinced that we have, as it were, continuously to rediscover the 
magnitude of some of our constants, then how much more urgent, how much more 
obligatory are the claims of continuous investigation. The chemist or the physicist 
may indeed hope that within finite time, he, or at least his descendants, may have dis- 
covered all the necessary empirical information — applications thenceforward to be a 
matter of tables and formulae. But for the economist if he wishes — as we all wish — 
to go beyond mere qualitative generalisation, there can be no such hope. Day by day, 
in Sisyphus-like activity, he must discover his co-efficients anew.^o 

The difficulty does not arise only in quantitative studies such as the 
estimation of the elasticity of demand. Technique, trade practices, 
consumers’ tastes, the institutional framework — all are subject to fre- 
quent changes of varying magnitude. When the practical difficulties 
of factual studies are borne in mind, the Sisyphus analogy seems so 
apt that it can hardly serve as a source of inspiration. 

A survey of recently observed facts is not enough. All realistic 
studies which are not frankly historical, contain a large element of 
prediction regarding the continued relevance of certain facts which have 
been observed in the past or speculation as to how conditions may 
have changed since the facts were examined. There must therefore 
be a gulf between any theory relating to given conditions and a policy 
which must take account of changing conditions. The London Econo- 
misty while praising Professor J. R, Hicks’s recent contribution to pure 
theory, doubts “whether it meets the challenge presented to econo- 
mists to-day as much by workers in other fields of science as by the 

® A. C. Pigou, Economics oj Welfare (3d ed.; London, 1929), p. 10. 

L. Robbins, “Live and Dead Issues in the Methodology of Economics,” Economics, 
August, 1938, p. 351. 

Value and Capital (London, 1939). 
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public-^namely — how are the results of changes in economic factors 
worked out for a world in which ‘other things’ never remain the 
same.”^^ 

BRIDGING THE GULF 

All the limitations outlined above restrict the practical utility of the 
economist’s knowledge, even if political and administrative conditions 
are favorable to the best use of it.^® The next question is whether or 
not these limitations must be accepted as immutable and, if not, which 
lines of work offer the greatest promise as a method of bridging the 
gulf between theory and policy. 

A mere multiplication of statistical and descriptive studies is no 
solution of the problem. Even if the difficulties noted above can be 
gradually reduced, “the facts by themselves are silent.”^"* The econo- 
mist believes that economic theory, despite its inadequate contact 
with current conditions, does confer an insight into cause and effect 
which cannot be gained by the mere assembly of observations and 
statistics. A concrete problem cannot be approached at all, unless the 
necessary factual material is at hand; but skill in interpreting the 
facts and predicting their consequences is not to be had by compiling 
tables of statistics on all manner of subjects or stuffing one’s head with 
all the descriptive information to which access can be gained. If the 
necessary skill could best be obtained in this way, there would be no 
place for the economist, as such, among the practical man’s advisers. 
“Economic advice” could be better obtained from statisticians, engi- 
neers, lawyers, advertising experts, accountants, historians, and, if 
their science is any more realistic than that of the economists, sociolo- 
gists. There is perhaps some significance in the fact that some of these 
specialists do tender advice on economic matters and are sometimes 
listened to when they are expounding, not their professional subject, 
but their own private economic theories. 

But, since economists have attempted to shed technology and sociol- 
ogy in order to concentrate on a narrower range of problems, may not 
the solution be through a synthesis of specialties? The economist has 
been tilling his field; have not technicians and sociologists been tilling 
theirs? Cannot these specialists each contribute his quota? But there 

Economist, September 23, 1939, p. 566. 

Special difficulties arising from the latter side will be considered in chap. ii. 

A. C. Pigou (ed.). Memorials of Alfred Marshall (London, 1925), p. 166. 

Cf. E. F. M. Durbin, “Methods of Research — a Plea for Co-operation in the Social 
Sciences,” Economic Journal, }nnc, 1938, p. 183. 
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still remains the problem of synthesis. It would be futile for all the 
specialists, including the economic theorist, to present their several 
advices on various aspects of a problem to the practial man, leaving 
it to him to effect a synthesis. The practical man who would be capa- 
ble of doing so is extremely rare — almost as much an abstraction as 
the “economic man” of the textbooks. In real life he would push aside 
the specialists and look for somebody who was willing to tell him what 
to do. No, where economic problems are concerned, it is the economist 
who must provide the synthesis, if he desires that policy should be 
guided by economic knowledge. 

The student of applied economics must, without abandoning his 
modernity, follow the path of the classical political economist in this 
respect; he must take the most reliable information (or estimates) re- 
lating to wants, technique, and institutions and, with the aid of his 
pure theory, work out a scheme of cause and effect in realistic terms. 
If he is not satisfied with the factual material provided by others, be- 
cause it is unreliable or incomplete, he must go after the information 
himself. In particular, he must have some estimate of the changes that 
are likely to take place in wants, technique, and institutions in the 
period under consideration. If other sciences have not addressed 
themselves to this particular problem, the economist must undertake 
it himself. If he finds it continually necessary to explore certain terri- 
tory to obtain information that is essential to his purpose, the question 
arises as to whether he should regard every such investigation as an 
ad hoc expedition or work over the whole field in a systematic way, 
with a view to establishing a time-saving technique. A disregard for 
the conventional boundaries of economic theory may pay handsome 
dividends, not only in the form of greater certainty on specific issues, 
but also in the enlargement of the economist’s general competence. 

ECONOMIC SOCIOLOGY OR COMMON SENSE? 

But does not all this take the economist into the realms of sociology? 
Or, at least, must he not draw heavily on the work of sociologists? 
Might it not be better to allow the sociologist to effect the necessary 
synthesis of economic theory and other elements, even if this means 
that governments need sociological advisers rather than economic ad- 
visers, with the possible exception of economists to advise the sociolo- 
gists. 

This possibility has often been considered by economists. It is more 
than fifty years since Alfred Marshall, in his inaugural lecture at Cam- 
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bridge, dismissed the contention that sociology might complete eco- 
nomic theory: “It does not exist; it shows no signs of coming into ex- 
istence. There is no use in waiting idly for it; we must do the best we 
can with our present resources. The only resources we have for deal- 
ing with social problems as a whole lie in the judgment of common 
sense. This dictum still sets the tone of much comment on sociology 
by English economists. Professor J. R. Hicks, in a symposium on col- 
laboration among the social sciences, states that the economist, after 
“running away’’ with a problem involving extra-economic elements, 
“always wants to hand the problem in the end to some sociologist or 
other — if there is a sociologist waiting for him. Very often there 
isn’t.”^^ Again, Mt". R- F. Harrod, in his presidential address before 
the British Association in 1938, said that “the notion that investiga- 
tions in other branches of study should be asked to help forward their 
lame brother economist and guide him on his proper path must, in 
the interest of intellectual honesty, be set down as fatuous and de- 
risory.”^® 

In the symposium referred to above, Mr. G. S. Shove, while plead- 
ing for breadth of social studies, says that “nothing could be worse 
than to substitute a smattering of ill-digested technical information for 
plain horse sense.” But, he agrees, “the other social sciences can 
help” the economist “by enlarging his knowledge of human institu- 
tions and informing his judgment in the same way as direct observa- 
tions and actual experience do this; not by providing cut and dried 
answers to set questions.” This assistance from the other social 
studies cannot best be given “by diverting the natural current of their 
development so as to make them bear more directly on the economist’s 
problems. What we economists most want from the experts in neigh- 
boring subjects is an exposition of their results, of the evidence on 
which these are based, and of the leading trends in their speculations 
and controversies, accurate enough to satisfy their scientific conscience, 
but not too bulky or too full of technical apparatus to be assimilated 
by those who are obliged to occupy most of their time with other mat- 
ters.”^® Certainly this will be necessary before economists can accept 
Dr. Lowe’s claim that “sociology offers the specifib data which adapt 

Pigou (ed.). Memorials of Alfred Marshall, p. 164. 

The Social Sciences (London, 1936), p. 135. 

‘‘Scope and Method of Economics,” Economic Journal, September, 1938, p. 411. 

The Social Sciences, pp. 153, 160-63. 
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the generalizations of economic theory to the particular conditions of 
space and time.”^° 

Meanwhile, the economist, although he must fill out his theory with 
specific data, seeks the latter by observation and the exercise of com- 
mon sense. Professor Parsons, who looks forward to greater collabora- 
tion between economics and sociology as the latter develops a “logi- 
cally comparable theoretical system,” has praised the “middle 
ground” which Taussig adopted between abstract theory and mere 
fact-finding. 

In the range of alternatives which have been open to the passing generation, an 
open mind and a judicious appraisal of the importance of thi-'"-, r.ot rcadilv amenable 
to economic analysis, combined with a steady insistence <!:i i!;e ii:::d.ii!ieiii.il' of the 
traditional analytical scheme itself, has been the only way in which a just balance be- 
tween the empirical and theoretical interests of the field could be upheld 

This raises the question of whether or not the time has yet come for 
a further advance, by the development of a theoretical scheme in 
which “things not readily amenable to economic analysis” shall be 
given full weight. For the economist’s reliance upon common sense is 
sometimes a source of embarrassment. When dealing with a concrete 
problem the economist must go beyond pure theory of the hypothetical 
type, namely, “If A, then B.” Instead, he must be prepared to say: 
“Since A, therefore B.” If his studies yield no scientific basis for the 
affirmation of the first premise, he must stress that he is offering only 
his personal opinion regarding the trend of future developments, even 
though the technique of economic analysis has assisted the formula- 
tion of his opinion. The question then arises as to what check the 
statesman or businessman can impose upon the economist’s personal 
opinion. If the only check is the personal opinion of other individuals 
who also claim no scientific basis for their views, the contest is not be- 
tween the economist’s advice and that of other advisers but between 
their personal reputations for hard-headedness and a grasp of practical 
affairs. And how much confidence can the economist have in his own 
personal opinion? “An open mind and a judicious appraisal” of the 
noneconomic factors are all very well; but the necessary qualities are 
possessed in varying degree; and there is no guaranty that two equally 
open minds, after an equally judicious appraisal of things not readily 
amenable to economic analysis, will come to the same conclusion. 

A. Lowe, Economics and Sociology (London, 1935), p. 134. 

Parsons, “On Certain Sociological Elements in Professor Taussig’s Thought,” in 
Explorations in Economics: Notes and Essays in Honour of F. IV. Taussig (New York, 1936), p. 
363. 
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Differences of opinion among economists, on practical policy, are for 
this reason common enough. It is still more disconcerting, however, 
when the economist’s opinions are indorsed by his colleagues but con- 
tradicted by the march of events. Individual errors of judgment, on 
insufficient data, do not always cancel one another out. 

The economist who advises on policy, however confident of his own 
common sense and however wide his factual knowledge, still needs all 
the help he can get in ordering the many factors which have to be taken 
into account when dealing with a practical problem. The conceptual 
scheme of economic theory is believed, at least by economists, to be an 
indispensable guide; it therefore seems strange that he should willingly 
launch out upon the sea of ‘Things not readily amenable to economic 
analysis” without some similar conceptual scheme to guide him. “To 
anyone acquainted with the history of science it seems almost obvious 
that scientific understanding has, beyond a quite elementary stage, 
advanced in proportion to the possibility of bringing facts into relation 
with a systematic theoretical scheme,”^^ and Professor Parsons has been 
working toward a general sociological theory of motivation “in which 
the economic elements will have a highly important place but will of 
course not stand alone. This implies looking to sociology, not for 
the specific data to convert pure theory into realistic economics, but 
for a more comprehensive theory to assist the economist’s interpreta- 
tion of such facts as can be observed. But a sociological theory of this 
type, adequate for the economist’s purpose, is still a promise, not yet 
an actual achievement. 

Nevertheless, the need for a wider theoretical scheme is apparent, 
not only from the viewpoint of the sociologist, but also from that of the 
economic practitioner, who is forced to make up his mind on matters 
not readily amenable to analysis of the usual type — and on which his 
opinion is, for the correctness of his judgment, just as crucial as the 
soundness of his economic theory. An attempt is made in later chap- 
ters to develop a theoretical scheme considerably wider than that of 
present economic theory and to show how it may be applied to the 
study of concrete problems. It is treated as an extension of economic 
theory rather than as a separate social theory, for reasons which will 

22 Ibid., p. 372. 

22 Ibid., p. 378. The theoretical scheme Professor Parsons has in mind has not been pub- 
lished in its complete form. Hints may be obtained from The Structure of Social Action (New 
York, 1937) and “The Motivation of Economic Activities,” Canadian Journal of Economics 
and Political Science, May, 1940, p. 187. Although my own theoretical scheme is rather dif- 
ferent in conception, my debt to Professor Parsons’ writings will be apparent in chap. iv. 
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be elaborated as the discussion proceeds and need only be indicated at 
this stage. Not only is it designed for the use of the economist, but it 
builds out from present-day economic theory; moreover, it is not a 
general theory of society but is restricted to features normally desig- 
nated as “economic.” Although practical convenience suggests that 
what is attempted can best be described as an enlargement of economic 
theory, it matters little if others prefer to regard it as a contribution 
to economic sociology. Far more important is the question as to 
whether it helps to bridge the gulf between theory and policy; and it 
is on this that it should be judged, along with the other suggestions 
contained in the book. 


PLAN OF THE WORK 

The general problem having been introduced, it is convenient to 
set out briefly what is attempted in the following chapters. Our first 
step will be to gain a somewhat fuller picture of the demands which 
are made upon economists by governments and of the political and 
other conditions under which an economic adviser is required to work. 
While these conditions must be experienced to be fully realized, it is 
important that academic workers who are seeking to improve eco- 
nomic science should have some account of the practical difficulties 
and opportunities of bringing it to bear upon policy formulation. Ad- 
mittedly, these conditions vary somewhat from country to country and 
from time to time, so that generalization has its dangers. Neverthe- 
less, it is worth checking the published impressions and proposals of 
others who have aspired to advise on practical matters against the 
view gained from one’s own activities in this field . 

With our understanding of the practical problems of the economic 
adviser, it is to be hoped, enriched, we shall undertake a closer exami- 
nation of economic theory and its present limitations. In particular, 
the relation of theoretical analysis to factual studies will be discussed, 
with a view to determining just how economic theory can be “ap- 
plied” to concrete problems. This will lead to a consideration of some 
of the outstanding deficiencies of present-day theory from this view- 
point and of the requirements of a more realistic body of theory. On 
the one hand, we shall consider in the chapters on “Theoretic Blight” 
and “The Problem of Behavior,” certain flagrantly unrealistic tend- 
encies in the development of economic theory which widen the gulf 
between theory and policy. Positive suggestions to improve the posi- 
tion will be made. On the other hand, we shall investigate the possi- 
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bility of extending economic theory in such directions as will facilitate 
the study of those aspects of concrete problems, which, although 
usually described as "economic,” are not adequately covered by the 
usual theoretic scheme. Two separate but related contributions will 
be offered for consideration; first, a theory to cover certain nonmarket 
activities which are vital to economic policy and may easily upset pre- 
dictions based on a theory which covers only the operations of the 
market and, second, a theory of economic development to guide the 
factual study of changes in those conditions which present economic 
theory takes as given and does not investigate. 

Even at this stage a disclaimer may be necessary. The theory of 
economic development here advanced is not a philosophy of history 
or a "formal outline of probable developments” and the chapter on 
"Beyond the Market” contains nothing like a complete theory of social 
action. The economist is not advised to take all knowledge for his 
province. Practical problems require the exploration of territory be- 
yond the confines of present-day economic theory, but only of neigh- 
boring territory. What is offered here is some additional intellectual 
equipment which may help the economist to make fewer mistakes 
when dealing with matters hitherto considered "not readily amenable 
to analysis.” 

All this is concerned with improving the economist’s performance in 
the explanation and prediction of events, by the development of a 
more realistic theory. But there remains the question of objectives. 
“Without an adequate ethics and sociology in the broad sense,” writes 
Professor Knight, "economics has little to say about policy.”^® Al- 
though economics has attempted to shed ethics in order to obtain 
greater objectivity, the question still remains as to whether economics 
can throw any light upon what ought to be done, as distinct from what 
is done. This question can be considered either in terms of economics 
in the sense of an abstract theory or in terms of a realistic account of 
how the economic system works at a particular time and place. It will 
be argued that the economist cannot in practice divest himself of all 
responsibility for the choice of objectives and that the choice of ends 
is often influenced by beliefs about the way the economic system 
works. We shall undertake an examination of some of the objectives 
which have been explicitly or implicitly indorsed by economists, in- 
cluding abstract equilibrium theorists as well as "welfare economists.” 

Robbins, Mature and Significance of Economic Science, p. 132. 

“ F. H. Knight, “Ethics and Economic Reform,” Economica, November, 1939, p. 422. 




CHAPTER II 


ECONOMIC ADVISING IN PRACTICE 

According to a recent count there may be as many as five 
thousand “economists” in the federal service of the United 
^ States;^ in the District of Columbia alone there were, in 1937, 
over two thousand classified positions described as “economics, sta- 
tistics, and political and social science.”^ Even if “we cannot say to- 
day with any certainty who is an economist,”^ these figures suggest 
that the competence of economic science to assist the process of gov- 
ernment was well established in the United States, even before the ad- 
vent of economic mobilization for defense. In no other country is the 
position of the economist in governmental machinery so well defined. 
In Great Britain one finds men in the civil service with an advanced 
economic education, but they are rarely designated as “econo- 
mists” or “economic advisers.” The latter term, in fact, is just as like- 
ly to be applied to officers without academic training in economics. 
Although academic economists were absorbed into various depart- 
ments in the war of 1914-1 8, they do not appear to have generally been 
accorded a special status. 

In 1928 the Liberal Industrial Inquiry urged the need for a “gen- 
eral economic staff’ to advise the cabinet. Two years later the Mac- 
Donald government established an Economic Advisory Council, con- 
sisting of several ministers and a number of outside experts and 
assisted by a staff that included academic economists. There were 
two standing committees, one on scientific research and one on eco- 
nomic information, which met fairly regularly. But in 1935, for in- 
stance, the council itself did not meet at all. Dr. Jennings concludes 
that, “while it cannot be said that the experiment has failed, it cannot 
yet be said that it has succeeded.”^ Following the outbreak of war in 
1 939, a Committee of Economic Survey was appointed under the late 
Lord Stamp, which included academic and official economists and 

^ M. A. Copeland, “Economic Research in the Government,” American Economic Review, 
September, 1941, p. 533. 

* National Resources Committee, Research a National Resource (December, 1938), p. 
49. 

® Copeland, op. cit., p. 533. 

« W. 1. Jennings, Cabinet Government (London, 1937), pp. 247-49. 
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investigated problems for the Economic Policy Committee of the 
cabinet. This organization subsequently developed into the Survey 
of Economic and Financial Plans and finally into the Economic and 
Statistical Secretariat to a new Cabinet Co-ordinating Committee on 
Economic and Financial Policy. According to one observer, this 
secretariat “is quite an effective organ of thought, stimulation, ad- 
monitory comment and initiative.’’® Positions have been found for 
academic economists, too, in various departments of the United King- 
dom government since the outbreak of war. 

It is, however, impossible for an outsider, particularly in another 
country, to assess the extent to which the economists in the govern- 
ment service, in peace or war, influence practical policy. Accordingly, 
our discussion will be based primarily on Australian conditions and 
on the testimony of one or two American economists who have broken 
silence regarding the conditions under which they have worked. 

RESEARCH BUREAU OR CONFIDENTIAL ADVISER? 

In academic and other nonpolitical circles there is general agree- 
ment that governments should institute economic advisory services on 
a generous scale. This agreement is based on the belief “that many of 
the mistakes and blunders made by Governments are due, not to ill- 
will or prejudice, but to sheer unpreparedness and ignorance.”® But 
very different conceptions are current as to how these advisory services 
should work. At one extreme is the dream of an independent research 
bureau, financed out of public funds, with complete freedom to in- 
vestigate economic problems and to appraise the policies of the gov- 
ernment, whether the politician likes it or not. The reports of such a 
bureau, it is hoped, not only would show the government what it ought 
to do but would also provide public opinion with the necessary am- 
munition to force the government to do the right thing. At the other 
extreme is the role of the executive’s confidant and personal adviser on 
economic matters, who helps the politician or administrator to make 
up his mind on various problems as they arise. All statesmen have 
their intimate advisers, and it is argued that the place for the econo- 
mist who desires to influence policy is within this inner circle rather 
than in an independent institute. (Of course, this type of adviser may 
himself feel the need for a research bureau to help him decide what 

* H. Finer, “The British Cabinet, the House of Commons and the War,” Political Sci- 
ence Quarterly, September, 1941, p. 342. 

® Liberal Industrial Inquiry, Britain’s Industrial Future (London, 1928), p. 117. 
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advice to give, but not to supply material to the public for a campaign 
to press a particular policy upon the person he is advising.) 

The Liberal Industrial Inquiry’s proposal was for “a thinking De- 
partment within the Administration, at the elbow of the inner ring of 
the Cabinet.” The proposed duties of the Economic General Staff 
were set out in the following general terms; 

i) To engage in continuous study of current economic problems afiFecting national 
policy and the development of industry 

ii) To co-ordinate and, where necessary, to complete statistical and other informa- 
tion required by the Government and by Parliament 

iii) To act on its own initiative in calling the attention of the Cabinet to important 
tendencies and changes at home and abroad 

iv) To suggest to the Government plans for solving fundamental economic difficulties, 
such, for instance, as measures for stabilising trade conditions, avoiding unem- 
ployment, and developing national resources.^ 

The personnel, it was suggested, should consist of the chief and 
deputy chief of the Economic General Staff, the permanent secretary 
of the Treasury and the permanent heads of the other economic de- 
partments. Apparently, the chief-of-staff was to be in the position of 
a confidential adviser to the prime minister — “a position of such power 
and importance that. he can take up the handling of any question he 
chooses with the assurance that the Prime Minister and the Cabinet 
will, whether or not they do what he asks, at least listen seriously to 
what he says.”® The authors of the proposal reveal a full apprecia- 
tion of the practical pitfalls: “An advisory department is always in 
danger of being frozen out, and being handed all the problems to the 
examination of which it is politic to give some measure of lip service 

but which do not really matter ” It may easily become “an 

academic body drafting endless memoranda, probably excellent 
memoranda, which nobody reads.” Consequently, “a body of this 
kind will be useless unless it is clothed with great prestige and placed at 
the centre of the administration.” 

The Liberal Industrial Inquiry did not make a specific plea for the 
use of academically trained economists in this connection. Apart from 
the possibility of having a recognized economist as chief or assistant 
chief of the staff, the place for economists is presumably in the secre- 
tariat of the general staff. “The higher personnel of the Secretariat 
should be very few in number, the best experts available, and well re- 
munerated on Civil Service standards.”® But the emphasis is on spe- 


p. 117. 
s Ibid., p. 118. 


® /did., p. 119. 
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cialized study of economic problems rather than on the contribution 
which can be made by the economic theorist. 

It was also suggested that the Economic General Staff might initiate 
and organize much of the work traditionally done by royal commis- 
sions and departmental committees and that the general staff, with 
the assent of the prime minister, might set up ad hoc committees, in- 
cluding outside experts “to report, sometimes for publication and 
sometimes for the private information of the Government, on particu- 
lar problems and projects.”^® The reference to publication may sug- 
gest a desire to have the best of both worlds ; but it was apparently not 
considered that the advice of the chief of the staff would be publicized. 

The British Economic Mission to Australia (1928-29) indorsed the 
proposal for an economic advisory service under the federal govern- 
ment. “This new service must necessarily deal with problems which 
directly affect the political life of the country, and it must accordingly 
be placed and regarded as entirely outside the sphere of political in- 
fluence and its recommendations considered as scientific and unbi- 
assed.”^^ It was not clear whether this economic service, like the ex- 
isting Council for Scientific and Industrial Research, should publish 
its findings on its own initiative. This has been strongly urged, how- 
ever, by some Australian advocates of the economic general staff idea. 
Sir Herbert Gepp writes: 

With the institution of an economic council, members of parliament would be in- 
clined to fear that, if the findings and recommendations of the council were published, 
the work of parliament would be overshadowed by the importance of the work and 
advice of the new body. Yet it is essential that the reports of the council be published 
if they are to be of maximum value. If it were not the rule that reports should be regu- 
larly and immediately published, governments might be ternpied to del.'iy, or- refrain 
from, publication; because the findings and recommend;) (ion.s could ntji be u.^ed to 
support election promises or party shibboleths. 

There is also “the need of educating the community to a sound out- 
look upon the national economy.” If compromise is necessary, “it 
may be wiser to publish the facts found, without publishing the actual 
recommendations made to Cabinet. 


Ibid., p. 120. 

Report oj the British Economic Mission (1929), p. 34. 

Sir Herbert Gepp, “The Place of an Economic Research and Advisory Council in the 
Modern State,” in Democracy s Danger (Sydney, 1939), p. 175. Sir Herbert Gepp was for- 
merly chairman of the Australian Development and Migration Commission and has been 
a member of numerous royal commissions. 



ECONOMIC ADVISING IN PRACTICE 


21 


Somewhat similar functions for an economic research bureau are 
envisaged by Professor Bland. He says: 

I am satisfied that the Cabinet needs a special economic division similar to that 
created for industry in the Council for Scientific and Industrial Research. It will not 
be political, but a specialist bureau which collects and analyses data. Its most appro- 
priate location would be at the University, financed by and yet detached from the 
Government. Alternatively, it might be associated with the Government Statistical 
Office, where machinery already exists for the collection of other essential data. It 
would comprise a small number of permanent men, expert in different fields, and its 
personnel could always be increased by drawing temporarily upon University staffs, 

or other scientific bodies The bureau would undertake research either at the 

request of the Cabinet, or Parliament, or on its own initiative. Its material would, like 
that of the Statistical Bureau, be available to the Government, the public or Parlia- 
ment. Indeed, it could be hoped that Peurliamentary Standing Committees would 
make amnir u'c of the biircau, when discussing economic and social measures pre- 
sented lo P.'!i .’>> i)'.* Cabinet. I am not concerned that this course would have 

the effect of slowing down the work of government. Speed may be exhilarating, but 
it is very exacting, and in the matter of legislation it is still good advice to hasten slow- 
ly. The invr'tisrnt’ons r*" ^uch a hurra-; would also be of incalculable value in educat- 
ing i)iii »l'c opinion lo dm '•■ini'M'l-'.rv ■ of cause and effect. It is an indispensable part 
of the machinery for enabling a control to be exercised on behalf of the people.’^® 

Here the emphasis is on public information as a method of influencing 
the behavior of governments, as well as on providing the government 
with adequate knowledge for its own guidance. 

There are several reasons why an independent research bureau of 
this type is likely to have only limited influence on policy, at least un- 
der Australian conditions. In the first place, the economist has not the 
scientific prestige of the physical or biological scientist; indeed, at the 
present stage of development he cannot honestly claim the same de- 
gree of scientific certainty regarding practical problems as can the soil 
chemist or the entomologist. The findings of an economic research 
bureau will not be accepted by the politician as a mandate on eco- 
nomic policy, unless he is independently convinced that the course 
recommended is, in all the circumstances, the most appropriate. Sec- 
ond, the proposals of a research bureau must be integrated within the 
administrative framework, as well as the exigencies of the political 
situation. It is questionable whether an independent institute can 
possess the necessary intimate and up-to-date knowledge of these as- 
pects of the problem. Frequent exchange of personnel between the 
research bureau and administrative services has been suggested as the 
obvious solution to this difficulty; but this may in practice reduce the 

F. A. Bland, “Overhauling the Machinery of Government,” in W. G. K. Duncan 
(ed.). Trends in Australian Politics (Sydney, 1935), p. 166. 
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former’s independence. Third, there is the problem of communica- 
tion. Publication of reports is no guaranty that they will be read, 
either by the official or by the public. The best channel to the mind 
of a minister or executive is by direct personal approach or through his 
personal advisers; and, if these do not include an economist, the find- 
ings of the economic research bureau may suffer considerable distor- 
tion in transmission, even with the best will in the world. If the less 
direct approach, via the public, is desired, somebody must break down 
the reports of the bureau into a more popular form; publication must 
be replaced by propaganda, and the independence of the bureau will 
soon be called in question, since the reports will receive much public 
attention only if the subject is highly controversial at the moment of 
publication. Finally, it may be noted that the politician, while obliged 
to court public opinion, must take the ultimate responsibility of deci- 
sion and will, in any case, be unwilling to appear as a mere implement- 
er of the findings of a research bureau. It may be part of his duty to 
secure the best available advice but not to abdicate in favor of an inde- 
pendent group of social scientists. 

It has been said that when an American wishes to attack a govern- 
ment department, he writes to Washington for the ammunition. Per- 
haps in the course of time this disinterested attitude will become still 
more widespread. But it is significant that Professor Copeland, dis- 
cussing research in the United States government, should record his 
opinion that, “with a fair amount of ingenuity in form of expression, 
the research worker can find a way to say almost anything without 
violating the canons of governmental propriety. To influence pol- 
icy, however, the findings must be translated into practical terms by 
somebody, and this becomes a form of political activity. 

This view does not contest the desirability of independent research 
into problems of economic policy or discount the need for the wide dis- 
semination and public discussion of the findings of research workers 
who have no political ax to grind. Indeed, it is to be regretted that 
private benefactors have not made provision in Australia for social re- 
search on any considerable scale. In view of this deficiency df private 
generosity, it is natural to look to governments instead. But in view of 
the fact that information is a political weapon it requires an infrequent 
degree of noble-mindedness to subsidize research and public educa- 
tion on matters which promise to be a source of embarrassment to the 


Op. cit., p. 532. 
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government. It is very doubtful whether this difficulty can be over- 
come by linking such proposals with the government’s own need for 
expert advice. 


SOME AUSTRALIAN EXPERIMENTS 

The above conclusion is not based on a priori speculation but on the 
experience which has been gained as the result of actual developments 
in the organization of economic research and advisory services in Aus- 
tralia. On several occasions governments have demonstrated their 
aversion to financing independent research bodies, as distinct from ad 
hoc commissions of inquiry. On the other hand, increasing use has 
been made of economists as confidential advisers, as research officers 
within the departments, and as members of commissions of inquiry. 

Following the report of the J^ritish Economic Mission, mentioned 
above, the Commonwealth government, in 1 929, passed legislation to 
enable the appointment of a director of economic research, with a re- 
search bureau under his control. This legislation has never been re- 
pealed; but the bureau has not been established. The government was 
defeated at the polls before appointing the director of economic re- 
search, and no succeeding government has considered it necessary to 
carry out the intentions of the act. In the ensuing years of depression 
the advice of economists was sought on several occasions. The ques- 
tions at issue were of intense political interest; and the public advocacy 
of various measures by practically all the economists of any standing 
made it extremely difficult to find an economist with the requisite pres- 
tige and knowledge of Australian conditions who would not be re- 
garded as partisan. It is possible, however, that mere revulsion against 
its predecessor’s policy is sufficient explanation of the Labor govern- 
ment’s failure to proceed with the idea and that the gradual develop- 
ment of other internal advisory services has satisfied later govern- 
ments. 

In the state of Queensland, a Bureau of Economics and Statistics was 
established, by a special act, in 1930. The bureau. was under the con- 
trol of a director, appointed by the government, but, like the auditor- 
general, responsible to parliament and not to any particular minister 
(although the act was to be administered by the minister for Labor and 
Industry). The director was to be permitted great freedom in the 
choice of subjects for investigation and in publishing, as well as being 
required to report on, any matter referred to him by the government. 
The bureau was also to report on any economic matters which might 
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be of assistance to the State Industrial Arbitration Court and “to pro- 
mote effective measures to combat unemployment, and to encourage 
improved relations between employers and employees.” The first di- 
rector was Mr. J. B. Brigden, who had already left the chair of eco- 
nomics in the University of Tasmania to accept an advisory position in 
the shipping business.^® 

Although the bureau undertook a wide range of investigations, in- 
cluding the preparation of an index of business conditions and statis- 
tics of interstate trade, its duties in relation to the Arbitration Court 
brought it under fire from the trade-unions and the parliamentary 
(Labor) Opposition. The director had recommended wage reduc- 
tions in 1930 and 1931; and, although by mid-1932 he advocated no 
further reduction, “the unions, disregarding all the other work of the 
Bureau, had come to regard it as existing for the purpose of persuading 
the Industrial Court to reduce wages. During the 1932 elections 
the leader of the Opposition promised to abolish the bureau if returned 
to power. In effect, however, the new Labor government reconstituted 
it as the Bureau of Industry, with functions similar to those of the Bu- 
reau of Economics, with the exception of that of regularly advising the 
Arbitration Court. There was no restriction upon the bureau’s power 
to give the Arbitration Court information if asked to do so. But part of 
the bureau’s energies was to be diverted to the investigation of pro- 
posals for loan expenditure and assistance to industries. In this way 
the government retained an economic advisory service, while clipping 
its wings. The same director was reappointed, but the new bureau 
was made responsible directly to the treasurer and financially depend- 
ent upon the government. (The former bureau had £5,000 per an- 
num reserved by law). Nevertheless, the bureau has not been starved 
and has continued to publish statistical material, having taken over 
the state statistical bureau from the registrar-general. 

The Queensland experiment suggests that an economic advisory 
service, once established, will not be lightly sacrificed for the sake of 

Subsequently chairman of the National Insurance Commission, now secretary to the 
Department of Munitions. 

See Economic News, issued by the bureau, June, 1932. 

B. H. Molesworth, “The Bureau of Industry in Queensland,” Economic Record, June, 
1933, p. 105; see also the same author’s “Establishment of a Bureau of Economics and 
Statistics in Queensland,” ibid.. May, 1931, p. 115. 

The present director is Mr. Colin Clark, who has freedom to publish independently 
in his own special field of national-income studies. 
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political fireworks. At the same time it illustrates the practical diffi- 
culties which arise if an economic bureau, supported by the govern- 
ment, publicizes recommendations on contentious matters of policy. 

During the depression, Australian economists undoubtedly played 
a considerable part in the formulation of policy. Previously, their 
chief channel to the official mind had been through newspaper arti- 
cles and reports. Occasionally an individual economist sat as a mem- 
ber of a royal commission, and several had appeared as witnesses be- 
fore such inquiries. When an academic economist offered evidence 
before the Tariff Board in 1927, he was not well received;^® but in the 
same year the prime minister invited a group of economists “to under- 
take an independent inquiry into the economic effects of the Australian 
tariff. ’’2° The publication of this report undoubtedly enhanced the 
prestige of the profession in relation to practical problems, but not 
sufficiently for economists to be called in to advise at the first signs of 
depression in 1929. It was interesting to the Australian people to find 
that the Bank of England should send a university professor as adviser 
to Sir Otto Niemeyer, who visited Australia in 1929 and warned the 
government of the economic difficulties that lay ahead. The largest 
Australian commercial bank then took a professor (E. O. G. Shann) 
as economic adviser; and another professor (D. B. Copland) gave evi- 
dence before the Commonwealth Arbitration Court in support of the 
proposal to reduce the basic wage in 1930. But most of the advice 
given by economists at that time was in the form of lectures, articles, 
and manifestoes. It was not until January, 1931, that three professors 
were asked by the Australian Loan Council (Commonwealth and 
states) to consult with Treasury officials who were preparing a report 
on the financial situation — a report which was not adopted. But in 
May, 1931, a similar committee was empowered to “co-opt the serv- 
ices of economists,” and, with the aid of four professors, it drafted the 
report which became the basis of the Premiers’ Plan. Professor Cop-, 
land wrote: 

It was only the Premiers’ Plan, because it had to be adopted by Premiers. The 
plan was, in fact, a composite product of the Australian economists, and Shann’s part 
in its enunciation was all important. He greatly assisted in bringing the economists 
together, and in giving them a focal jx>int through which they could influence bank- 
ing and financial policy. He went about among bankers, under-treasurers, premiers, 
and politicians, p>ersuading them that drastic situations required drastic remedies,®^ 

Cf. F. G. Bcnham, The Prosperity of Australia (London, 1928), p. 266. 

See J. B. Brigden and Others, The Australian Tariff (Melbourne, 1929). 

D. B. Copland, “Edward Shann,” Economic Journal, September, 1935, p. 600. 
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In 1932, too, a committee of four economists and two businessmen was 
asked to make a survey of the economic position. 

Reviewing the work of the Australian economists in the depression, 
an American observer comments that 

the economists were used only in a haphazard fashion. That is to say, they were called 
on only on special tasks and with a particular problem to report on. And if they tried to 
broaden the bases of their inquiries in order to make their work more effective, govern- 
ments not infrequently were resentful. Economists never had an opportunity to make 
a report on an entire economic programme.*® 

And it is true that they continued issuing an occasional manifesto, such 
as that on devaluation in November, 1931.^® But one must not over- 
look informal and confidential advisory work, such as Shann’s. More- 
over, the number of economists in a position to give personal advice 
increased. The central bank took a professor as economic adviser (L. 
G. Melville), while another who had graduated to academic work 
from statistics (L. F. Giblin) returned to government service as acting 
Commonwealth statistician in 1931. The state government of Tas- 
mania appointed the professor in the University as part-time economic 
adviser; and in 1932 the Commonwealth government created the posi- 
tion of economist in the Bureau of Statistics. Subsequently, when this 
economist (R. Wilson) became statistician, he was given the additional 
title of “Economic Adviser to the Treasury,” and other economists 
were added to the Treasury staff. In 1 938 the government of New 
South Wales, which had already been obtaining regular reports on 
economic conditions from university economists, arranged for a uni- 
versity economist to act as adviser to the Treasury. 

A federation, in which financial adjustments are made between the 
central government and the states, has a special use for economists, 
namely, as advocates to prepare and even to present statistical mate- 
rial and argument relating to the states’ financial needs. Since 1933 
the Commonwealth government has relied on a Grants Commission 
to investigate the claims of the weaker states and to recommend the 
amounts to be distributed by way of special grants. The commission 
has from the beginning had an economist among its personnel, and the 
three claimant states (Western Australia, South Australia, and Tas- 
mania) and the Commonwealth Treasury have all come to rely in 
some measure upon economists for the preparation of their respective 
cases.” While not the most satisfactory work for an academic econo- 

« W. R. MacLaurin, Economic Planning in Australia, 1929-1936 (London, 1937), p. 257. 
p 85^^ ^ ^ The Australian Price Structure (Sydney, 1933), 
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mist, duties of this type give him afirsthand knowledge of economic con- 
ditions and government finance, bring financial success to his govern- 
ment, and establish more firmly his competence to advise the govern- 
ment on matters of general economic policy. The practice has also de- 
veloped for the various Commonwealth and state governments to make 
use of the services of economists as advisers at meetings of the Loan 
Council (which decides the borrowing programs each year and allocates 
the available funds among the Commonwealth and states), and some- 
times to other conferences of Commonwealth and states. For these oc- 
casions, too, there is often need for the preparation of a “case’*; and 
sometimes an informal discussion among advisers may suggest a way 
out of what appears to be a deadlock of the various governments. 

With the outbreak of war in 1939, there was a further expansion of 
economic advisory services, particularly in the Commonwealth gov- 
ernment. A Financial and Economic Committee was established,^^ 
and a professor (L, F. Giblin) was brought to Canberra as full-time 
adviser. Numerous young economists found employment in the vari- 
ous departments, in many cases with the official designation of “econo- 
mist,” or “research officer.” A prominent businessman (Sir Ernest 
Fisk) was brought in as director of economic co-ordination; but this 
arrangement does not appear to have been a great success. Three 
former university economists were given important administrative po- 
sitions (secretary for Munitions, secretary for Labor, aijd prices com- 
missioner), and one of these (D. B. Copland) later became economic 
consultant to the prime minister. 

There is no question about “publication of reports” by war advisers. 
The advisory work of these economists is confidential, like that of any 
other Commonwealth official. But the idea of an independent research 
bureau still persists, especially in scientififc and university circles. There 
was recently a suggestion that the Commonwealth and state govern- 
ments might jointly finance an independent bureau of agricultural 
economics, an idea which Commonwealth and state ministers found 
equally unattractive, especially at a time when there was some con- 
flict of opinion among the various governments on agricultural mar- 
keting schemes. It was also suggested to a Parliamentary Committee 

** Professors L. F. Giblin (chairman), D. B. Ck>pland (prices commissioner), and R. C. 
Mills (University of Sydney), Dr. H. C. Coombs (Treasury economist). Dr. R. Wilson 
(secretary for Labor), Mr. J. B, Brigden (secretary for Munitions), and Mr. L. G. Melville 
(Commonwealth bank economist). 

“ The government of New South Wales has since established its own Bureau of Agri- 
cultural Economics. 
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on Social Security that the Commonwealth should establish an inde- 
pendent bureau for research into problems related to the social serv- 
ices. Some find signs of increased government interest in independent 
economic research in the provision of a special vote to subsidize uni- 
versity research into post-war reconstruction problems. But, mean- 
while, the confidential advisory services are carrying on, and the 
dream of a continuous public appraisal of economic policy by social 
scientists and of an educated public opinion still seems far from reali- 
zation. 


THE UNSCIENTIFIC ATMOSPHERE OF GOVERNMENT 

Politics remains basically unscientific, and this fact carries over into 
the world of the confidential adviser. Perhaps there is, in some coun- 
try or other, a statesman who, before initiating any economic policy, 
has the problems thoroughly investigated by his expert advisers and 
carefully sifts their findings, even postponing action until he can pro- 
ceed with the certainty that every relevant fact has been marshaled, 
every relevant consideration examined. But such a statesman must 
be something of a curiosity in politics. Major decisions on policy are 
often — too often — made on the run. Problems may come to a head 
quickly; and sometimes it is not the problem that impels the politician 
to action, but the occasion. The need for something to say at an im- 
portant function, especially if there arc other competitors for the lime- 
light; signs of incipient revolt among a bunch of his supporters; a chal- 
lenge from his political opponents; a visit to a distressed district — these 
demand that the politician shall, there and then, make up his mind 
about at least one of the pressing problems of the day. Advising on 
policy decisions in such circumstances as these does not j^ermit lengthy 
research and therefore presents a contrast to the work of the academic 
economist.^® If the economist’s own submissions are to be moi'e than 
snap judgments, he must take a leaf from the book of the leader-writer 
and keep ahead of the news. If his judgment is to be backed by re- 
search, it must be by research undertaken in anticipation of where the 
political wind will blow. This means that an adviser must take an in- 
terest in the political situation, instead of devoting his whole attention 
to the scientific analysis of such problems as may be referred to him 
from time to time or to the study of economic trends. The latter, it is 
true, may help the economist to foresee some political developments, 
because future economic problems will often give rise to political is- 
sues. But there will not be a perfect correlation between the magni- 
This point is also made by Professor Copeland {ftp. cit., p. 531). 
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tude of the economic problem and the politician’s interest in what the 
economist has to say about it. The economist is, therefore, in a some- 
what paradoxical position; if he desires to utilize scientific economic 
research as the basis of his advice, he must study more than econom- 
ics. 

In so far as the economist has his own jargon and habits of thought, 
the problem of communicating his ideas to the politician is a difficult 
one. But he also shares the technical worries of any official seeking to 
make his voice heard “higher up.” The methods of work of politicians 
and administrators vary from individual to individual. Some sur- 
round themselves with a multitude of counselors and evolve their own 
decision out of the clash of opposing opinions. Others are influenced 
by each adviser in turn, and the important thing is to have the last 
word. Others, again, rely on very few confidants — perhaps a single ex- 
pert in each field. Methods of absorbing information and views are 
no more uniform. Some prefer the interview ; others the written mem- 
orandum — bulky and replete with figures and arguments, or, in some 
cases, restricted to a single sheet of type. Some set time aside to go into 
a particular problem with their advisers; others are always too busy to 
give more than five minutes to any matter at a stretch without being 
called on long-distance telephone. To all these idiosyncrasies the eco- 
nomic adviser, if he is to be of service, must, like any other official in 
a similar position, adapt himself, even if this implies a departure from 
the systematic exposition which he associates with the idea of economic 
science. 

There is one trait, however, which is common to all executives who 
seek advice, namely, an appetite for definite conclusions rather than 
for a nice balancing of all the relevant considerations which make a de- 
cision difficult. This means that, whenever possible, the adviser must 
make up his own mind one way or the other, even if (as is often the 
case) the data are not sufficient to place the matter beyond scientific 
doubt. There are occasions when the only thing to do is to insist that 
the available information does not permit a rational decision; but eco- 
nomic science will not make much impact upon policy if the econo- 
mist is chronically unable to arrive at definite recommendations, 
merely because the practical problem involves elements that do not 
fit the framework of economic theory. 

This raises the question as to how far the economist is expected to 
go in practice. He is not expected to make a close study of political 
tactics; the politician is quite prepared to exercise his own judgment 
on matters of political expediency. Professor Vine’- 
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The economist conditioned to the purity of abstract thought is liable to be unreason- 
able in his refusal to recognise that the official, in choosing his time for action and his 
manner and degree of action, must give regard to their impact on his relations with 
superiors, colleagues. Congress and the public, and to their effect on the prestige of his 
agency and the morale of his staff.®"' 

But in time the economist will either learn to be “reasonable” or leave. 
What is asked of him is not that he, too, will give weight (in his ama- 
teurish way) to all the political elements in the problem but that he 
will not waste too much of the official’s time with proposals which are 
patently absurd from this viewpoint. 

Rather more important are the limits of legal procedure and admin- 
istrative feasibility, which, as Professor Viner points out, are likely to 
be imperfectly understood by other specialist advisers in addition to 
economists. “The lack of legal and administrative training on the part 
of the economist,” he says, “may be regrettable, but it is not fatal so 
long as he is not permitted to decide policy questions all on his own. 

It is highly desirable, however, that the economist’s advice should be 
based on knowledge of the legal processes involved and should include 
some indication of suitable administrative arrangements. If the econo- 
mist has not the training or experience himself, he must seek advice 
from the proper quarters before finalizing his own recommendations. 

One might also ask: How much is the economist expected to know 
about matters which fall outside the scope of economic theory? The 
practical man has the vaguest of notions as to where the boundaries of 
economic science lie. Trade, industry, agriculture, finance, labor, 
transportation, and marketing — all these may fall within the net of 
an economic adviser, and he must know as much about technology 
and the institutional framework as is useful in each particular concrete 
problem. “Analytical” definitions of the type that have become fash- 
ionable among theorists in recent years do not limit the demands which 
will be made on him. 

Finally, there is the question as to whether the economist is ex- 
pected to pronounce on objectives, as well as on measures to attain 
given ends. The policy-maker, according to Professor Viner’s experi- 
ence, 

insists that he be advised not only on what will be the objective consequences of a 
specific line of action, but whether or not these arc desirable consequences. While he 
always has some notions of his own with respect to the values which policy should 

*’J. Viner, “Short and Long View in Economic I*olicy,” American Economic Review, 
March, 1940, p. 2. 

** Ibid., p. 6. 
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serve .... he always demands of his economists that they guide him also in the de- 
termination of what is socially desirable, and he expects the economist to acknowledge 
and to display some professional competence in giving such guidance.* ** 

This accords with the current academic conception of the politician, 
but it has only limited application in Australia. An Australian econo- 
mist is more likely to be consulted about means than about ends. Most 
Australian politicians have very strong notions as to “the values which 
policy should serve.” At the same time, the “best” method of achiev- 
ing a particular objective implies that there is some special criterion by 
which to judge the merits of different methods, and the economist may 
be expected to be armed with such a criterion.®® In this sense, admit- 
tedly, the ends of policy are customarily defined vaguely, and the 
economist is expected to share in their more precise formulation. But 
it is the exception rather than the rule, in this author’s experience, for 
the economist to be asked to consider the social desirability of specific 
objectives. Indeed, if the consequences of a particular line of action are 
clear, there is often no division of opinion about its social desirability. 

The need for a criterion of social desirability is most apparent when 
there is a conflict of interests and the benefit of some persons must be 
set against the damage to others. Anybody acquainted with the hurly- 
burly of politics might be tempted to interpret the nineteenth-century 
search for methods of determining the “general interest” as an attempt 
to offset the pressure of sectional interests, not as a response to the poli- 
tician’s lack of values, but as an attempt to provide him with a better 
set. Without some supreme principle, such as “maximum happiness,” 
the best the politician can do is to mete out rough justice “according 
to his lights,” and the worst, to favor whichever party seems most likely 
to influence his own position. For a decision on either type of issue the 
politician will rarely expect help from the economist; and the politician 
seldom feels the need for a principle which would override his judg- 
ment in these matters, though that need may be obvious to the social 
reformer. 

It must be remembered that the whole of the foregoing is based upon 
a limited range of experience in a single country; it should not be re- 
garded as a series of dogmatic generalizations Perhaps, in the course 
of time, as more economists feel free to comment on their actual ex- 
periences in government work, a more balanced picture will be made 

*9 Ibid., p. 2. 

90 Cf. R. F. Harrod, “Scope and Method of Economics,” Economic Journal, September, 
1938, p. 391. 
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available. Economists who teach students, as well as those who aspire 
to advise the practical man, need this type of information, for there is 
a temptation to form an a priori estimate of the behavior of politicians, 
as well as of the entrepreneur. 

DANGERS TO THE ECONOMIST 

The picture we have drawn may well raise the question as to wheth- 
er an economist can touch pitch without being defiled. Gan he main- 
tain his scientific objectivity in so unscientific an atmosphere? Pro- 
fessor Viner thinks that “economic doctrine is now following public 
opinion and government practice more than it is influencing them”; 
but he attributes this tendency to the modern economist’s preoccupa- 
tion with short-range problems rather than to “a new .subservience of 
the profession to external opinion. There are, however, undoubted 
dangers in the economist’s becoming closely identified with particular 
political movements. If effective advising requires relations with the 
politician or other official as intimate as has been suggested, this does 
constitute a peril to the economist’s independence. And, living in that 
curious half-world where questions of fact and questions of value con- 
tinually jostle each other and where decisions arc made as often on con- 
siderations of political expediency as on the appraisal of economic con- 
sequences, there is a strong temptation to slip into the forms of expres- 
sion which most readily produce assent to one’s projiosals. 

An illustration of the intrusion of noneconomic arguments into the 
economist’s exposition of his views may be found in the ernpliasis laid 
by Australian economists on the “inequitable.” distribution of the loss 
of income caused by the depression. It was argued that the concen- 
tration of the initial loss, upon export producers and person.s previous- 
ly dependent upon government-loan expenditure, would cause more 
extensive repercussions than would the same total loss if it were dis- 
tributed over all sections of the community. This is a proposition in 
positive economics and can be .scientifically examined. It could also 
be argued that it was inequitable for some sections to bear heavy losses 
while other sections escaped. This is an entirely difl'erent issue. But 
in Professor Copland’s evidence before the Arbitration Court in 1930, 
the two arguments were fused into one. The “secondary los.scs,” that 
is, the repercussions from the initial loss, were “due to the present in- 
equitable distribution of the first loss.” The “equitable distribution of 

op. cit., p. 8. 
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the first loss” was “a prerequisite of economic recovery,”®^ If these 
words could be taken literally, they would constitute a novel approach 
to business-cycle theory — the level of activity depending on the degree 
of social justice. Their real purpose, however, was to appeal simul- 
taneously to the Australian’s love of fair play and his desire for re- 
covery. 

The economist’s case could have been more accurately stated as 
follows: ‘‘The secondary losses are increased by the concentration of 
the first loss on a section of the community [which is in any case in- 
equitable]. A wider distribution of the loss [which would in any case 
be more equitable] will facilitate recovery.” But the popular appeal 
of such a formulation would have been less; it would have drawn at- 
tention to the possibility of attacking independently the economist’s 
theory of the mechanics of recovery and the alleged equity of making 
everybody share the loss. It is not suggested that the evidence was, in 
fact, drafted with such Machiavellian attention to detail but merely 
that when advice involves persuasion as well as analysis it is difficult to 
maintain the scientific level of discourse. Of course, the individual 
economist may be so strongly in favor of a particular policy that its 
success appears more important to him than the purity of economic 
science; the time may come when he personally must forsake eco- 
nomics for politics. It is in the interests of economic science that, when 
this point is reached, it should be openly avowed. 

Apart from the danger that the economist may be gradually trans- 
formed into a politician without realizing it, advising also constitutes 
a continuous threat to his professional scholarship. The danger may 
be illustrated by an Australian student’s comment, on his return from 
overseas, regarding an economist famed for his political activities. 
“His lectures were very interesting at first — ^until you realised that he 
had not read any theory since 1930.” It takes a special effort for an 
economist in an advisory position to keep abreast of the main currents 
of academic thought. Not only the pressure of other tasks but also the 
atmosphere in which he works discourages the systematic study of 
theoretical treatises. For this reason a continued link with a univer-' 
sity is an invaluable stimulus. An economist engaged in practical af- 
fairs will inevitably count some parts of the world of theory well lost; 
but, if he is wise, he will not ignore the possibility that contributions to 
theory may have revolutionary practical implications. 

“ Quoted by E. O. G. Shann and D. B. Copland, The Crisis in Australian Finance, 1929 to 
1931 (Sydney, 1931), p. 100. 
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COMPENSATIONS 

On the other hand, it is difficult to overestimate the value of the 
experience of practical affairs which economic advising can bring. It 
gives the economist a much better perspective in which to view his 
science. If the limitations of present-day economic theory stand out 
more clearly, so, too, its value in approaching concrete problems is 
more firmly demonstrated. Professor Copeland lists, among the ad- 
vantages of government research workers, the fact that “the fields of 
economic inquiry are less marked out into detailed specialties than in 
academic life.’’^® The contrast is less marked in Australia, where spe- 
cialization is not carried so far in universities. 

Still more striking is the fact that the fields of economic inquiry 
themselves are hardly marked off from other fields of inquiry in govern- 
ment. Not only do all sorts of other specialists deal with problems of 
industry, commerce, and finance, but the economist himself is required 
to deal with matters which escape from the categories of academic 
economics. To the practical man economics does not cover merely the 
transactions of the market. His economic prol)lcms usually have only 
one foot in the market and the other in what Professor Robbins calls 
“the sociological penumbra.” The figure is not altogether a happy 
one, for the economist is likely to find the shadows around the market 
deeper than those within. Not only the processes of exchange but the 
other relationships between the parties to exchange come into the pic- 
ture. Many of the economist’s difficulties arise from the wide preva- 
lence of “noneconomic” behavior and the fact that he is expected to 
take full account of it when developing economic proposals. The pp- 
shot is that the economist tends to lose interest in the absorbing aca- 
demic problem of fixing the exact limits between the various social 
sciences. He is more concerned over the lacunae between them than 
over the possibility that they may overlap. He may even be attracted 
by Mrs. Wootton’s suggestion that “the fertility and value of economic 
studies depends upon a ruthless disregard of present boundaries and 
definitions,”®'* until he remembers how wide our modern definitions 
really are.®® 

s® “Economic Research in the Federal Government,” American Jikonomic Review^ Septem- 
ber, 1941, p. 531. 

*■* B. Wootton, Lament Jar Economics (London, 1938), p. 261. 

*® Perhaps some readers would include this paragraph under the head of “Dangers to 
the Economist” rather than “Compensations.” It is hoped that they will not assume that 
the author is completely lost to economic science, without considering the discussion in 
chap, iii. 
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Above all, k economic adviser has access to much factual mate- 
rial on a scale, which, in Australia at least, would never come the way 
of the academic researcher. He may be able to have special informa- 
tion collected, if he can show that it will be useful. But, even apart 
from this possibility, the information coming into government de- 
partments, which are concerned with various aspects of economic pol- 
icy, far exceeds, of course, the amount that goes out to the public 



CHAPTER III 

TOWARD REALISTIC ECONOMIC THEORY 

T he professional equipment of an economist may be said to 
consist of two parts; a knowledge of economic theory and ex- 
perience in its application to new problems. The pure the- 
orist may never consider concrete problems, but an economist — as dis- 
tinct from a mere expositor — must be able to show how economic the- 
ory can be applied to new problems, even if only to imaginary ones 
composed of hypothetical assumptions rather than observed condi- 
tions. In this chapter we shall look a little more closely at the first part 
of the economist’s equipment. What is economic theory? In what 
sense can it be applied to problems? How, in fact, docs it assist the 
solution of concrete problems? What arc the limits to its usefulness in 
this connection? The reader, like the author, is probably tempted to 
skip a chapter which looks suspiciously like y(‘t anotlier essay on the 
nature, scope, and method of economics. All the first chapters of the 
masterly “Principles,” the slim volumes on methodology, the brilliant 
inaugural lectures and presidential addresses, ris(‘ up in protest. But, 
since a good deal will be said in later chapters about the refitting and 
extension of the economist’s theoretical equipment, it is essential to 
survey briefly what he already possesses. 

THEORY AND FACT 

Standard works on economic theory usually contain a considerable 
number of empirical generalizations, in addition to analyses of the im- 
plications of given sets of conditions. Under the former hc^ading would 
fall statements such as the following, chosen at random from the writ- 
ings of three great economists: 

When a trader or manufacturer buy.s anythinf^ to be u.sed in production, or to be 
sold again, his demand is based on his anticipations of the profits he can derive from 
it 

The great mortality of infants among the poor i.s largely due to the want of care 

and judgment in preparing their food 

In districts in which manufactures have long been domiciled a habit of responsi- 
bility, of carefulness and promptitude in handling exj)ensive machinery and materials 
becomes the property of all 

The accumulated wealth of civilised countrie.s is at present growing faster than 
population.^ 

1 A. Marshall, Principles of Economics (8th cd.; London, 1922), pp. 92, 195, 205, 321. 
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In real life production is always a continuous process 

In modern civilised society the collective wants form a very extensive group 

When contracts are offered by public authorities or large companies, there is fre- 
quently a very keen competition between large concerns that are in a p>osition to un- 
dertake the work.® 

The weariness of labour is by no means in proportion to the number of hours sp>ent 
on it. When indeed the hours of labour are unduly prolonged, fatigue becomes so 
great and so deep-seated that the poriod of rest and sleep does not suffice to remove it. 

The habit of saving is strongly entrenched among the well-to-do. Spendthrifts are 
rare, and such wasting as does occur is more than balanced by the fresh accumulations 
of new savers and investors 

There is an unmistakable tendency to diminishing returns on any plot of land.^ 

These are all statements (true or not) of fact; but they purport to be 
more than historical or statistical facts relating to a particular date. 
They affirm certain conditions as part of the world which the econo- 
mist studies, which will presumably continue for some period of time 
at least. These generalizations may be contrasted with other state- 
ments which affirm logical relationships between certain conditions. 
We may illustrate this type by quotations from the same works. 

Let us inquire what are the conditions, under which a check to the supply of a 
thing that is wanted not for direct use, but as a factor of production of some com- 
modity, may cause a very great rise in price. The first condition is 

If there were more than enough land all of about the same fertility, to enable every- 
one to have as much of it as was needed to give full scope to the capital he was pre- 
pared to apply to it, then it could yield no rent.* 

If copper can be used either for kitchen vessels or in electrical industry, the most 
economical use of the available stock of copper requires that the coppersmith shall pay 
the same price as the electrician 

The need to pay interest at a certain rate will always cut off a number of possibil- 
ities of satisfying human wants by the use of durable goods.® 

From the definition of value, it follows that there can be no general rise in values 
and no general fall in values 

If a bank keeps just as much specie as it has notes outstanding, its note issue obvi- 
ously can be no source of profit.® 

These are all statements of logical relationships. In some of the sen- 
tences quoted the logical connection would be clear only if the other 
links in the chain of argument were also presented, but any economist 
will recognize the type of theory to which the statements refer. The 
purely logical nature of the statement is evident when it begins with 

® G. Cassel, Theory oj Social Economy (London, 1923), I, 27, 69, 125. 

* F. W. Taussig, Principles of Economics (3d cd.; New York, 1927), I, 13, 78, 184. 

* Marshall, op. cit., pp. 385, 428. 

® Cassel, op. cit., pp, 88, 215. 

‘Taussig, op. cit., pp. 113, 329. 
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“from the definition it follows” and often when it takes the form “if a 

bank .... then ” The conditional form, however, may cloak a 

factual generalization. For instance, when Cassel (or his translator) 
writes, “If a pit has to be dug, the addition of one more man will make 
little difference to the day’s output unless you give the man a spade,” 
this is another way of saying that tools are needed for digging pits effi- 
ciently, which is a generalization about technology. On the other 
hand, statements which appear to be statements of fact often consist of 
a proposition in logical analysis. “Let us inquire what are the condi- 
tions under which . . . . ” might introduce either type of proposition; 
in the one quoted it is the logical conditions which are the object of 
study. So, too, Cassel’ s proposition about interest, quoted above, is the 
result of a logical analysis of the implications of “durable goods” and 
“interest.” 

The distinction between factual generalization and logical analysis 
is not carefully drawn in some of the best-known economic treatises. 
In some cases one feels that the distinction is not appreciated by the 
writer himself; in other cases, as apparently in the case of Marshall, this 
method of writing is deliberately adopted in order to keep pure theory 
close to the real world- When Walras urged Marshall, about 1872, to 
publish separately his diagrammatic illustrations of economic prob- 
lems, he declined to do so “because he feared that if .separated from all 
concrete study of actual conditions, they might come to claim a more 
direct bearing on real problems than they in fact had.”^ Whether the 
relationship between fact and theory is best conveyed by a continuous 
amalgam of the two, in a “realistic” treatment, or by a continuous em- 
phasis on the distinction between theoretical propositions ahd state- 
ments of fact is questionable- Some of Manshall’s own pupils noted 
the danger that his method of writing concealed the difficulties of the 
subject;® probably the difficulties are increa.sed by the impression that 
all his statements are equally true or can be tested by the same meth- 
ods. 

Pantaleoni preferred to make the distinction clear. He wrote: 

Every economic theorem may be expressed in the form of a syllogism having as its 
major or minor premise the hedonic hypothesis, and for its other premise .some matter 
of fact, which may be a truth borrowed from some other science, or ascertained induc- 
tively fay the economist himself. . . - . The category of prerrfises of fact comprises 
chiefly the more or less complex technological data utilised by economic science, con- 
sisting of mechanical and chemical laws of those bodies which in economics arc rc- 

’ A. C. Pigou (ed.). Memorials oj Alfred Marshall (London, 1925), p. 21. 

* Cf. Keynes on p. 48 a: d Pigon on p. 86 of the Memorials. 
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garded as commodities, and of the biological, psychological and sociological laws that 
govern man and other organic beings. The demonstration of the truth of these prem- 
ises pertains to the science to which they respectively belong. Economic science can 
only accept them, until they are modified, or their accuracy is impugned, by the sci- 
ence which originated them Sometimes economics requires a groundwork of 

facts which other sciences, owing to their special nature or trend, omit to investigate; 
in which case it proceeds itself to ascertain these facts by the induction and generalisa- 
tion of typical data. These researches after premises for economic theorems are hovy- 
ever, though often necessary, and always useful, nevertheless mere prolegomena, or 

even digressions from the economist’s point of view It is a mistake to give the 

name of economic laws, as is occasionally done, to some of the premises of which we 
have been speaking — not that they are untrue, nor that they are not of capital im- 
portance to the economist, but because they pertain to other branches of science, or 
will certainly do so some day.® 

Marshall recognized the distinction, even if he did not give it prom- 
inence, in his systematic exposition of economics. In his inaugural lec- 
ture at Cambridge in 1885 he said that economics was “not a body of 
concrete truth, but an engine for the discovery of concrete truth” — 
a dictum echoed by Mr. Keynes in his famous description of economics 
as “a method rather than a doctrine, an apparatus of the mind, a tech- 
nique of thinking, which helps its possessor to draw concrete conclu- 
sions.”^^ 

This “technique” amounts to the linking- together of observed or 
hypothetical facts in a logical structure or theory, which exhibits the 
facts as causally related to one another. Without theory, said Mar- 
shall, “the facts by themselves are silent. Observation discovers noth- 
ing directly of the actions of causes, but only of sequences in time 

In order to be able with any safety to interpret economic facts, whether 
of the past or present time, we must know what kind of effect to expect 
from each cause and how these effects are likely to combine with each 
other. 

Logically considered, the theory consists of the affirmation that cer- 
tain conditions, or certain actions, are implicit in certain other condi- 
tions, usually referred to as “the assumptions” of the theory. These as- 
sumptions must contain not only the relevant environmental conditions 
but also a general principle of behavior or way of reacting to stimuli. 
Often an economic theory is expounded incompletely, in that certain as- 
sumptions which are essential to the argument are taken for granted in- 
stead of being explicitly stated. Then, although the stated assumptions 

* M. Pantaleoni, Pure Economics (London, 1898), pp. 3—5. 

Memorials, p. 159. 

Introduction to any of the “Cambridge Economic Handbooks.” 

«■/., pp. 166, 168. 
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may be accepted, the “conclusions” of the theory may be challenged 
as “illogical” by those who do not also make the same tacit assump- 
tions, From this it would seem that the claim of theory to “explain” or 
“interpret” certain facts rests upon the acceptance of all its assump- 
tions, as well as upon the logical impeccability of the argument that 
leads to the conclusions. 

[But] granted the correspondence of its original assumptions and the facts, its con- 
clusions are inevitable and inescapable It is this inevitability of economic 

analysis which gives it very considerable prognostic value Given the data in a 

particular situation, it can draw inevitable conclusions as to their implications. But 
if the data remain unchanged, these implications will certainly be realised. They 
must be, for they are implied in the presence of the original data.” 

Of course, “the changing facts which make prediction in any given 
situation possible must be discovered by observation, or empirical in- 
vestigation” but the mere enumeration of facts cannot, unaided, re- 
veal the future. At the same time, if theory is to be useful in the inter- 
pretation and prediction of events in the real world, it must be fed on 
facts. 

Theory can sometimes be enriched by the further examination of its 
present assumptions. If the analytic method is “an instrument for 
shaking out all the implications of given suppositions,”^^’ there is al- 
ways the possibility that further industrious shaking will produce some 
additional conclusions. But many developments in theory are due to 
the investigation of problems posed by a slight or substantial modifica- 
tion of the a.ssumptions. Pantaleoni held that “the advancement of 
economic science can be furthered only in two ways, viz: by the dis- 
covery of new premises pregnant with inferences, or by the discovery of 
new conclusions drawn from known premi.ses.”*® If the new premises 
are to be realistic, they must be suggested by empirical investigation or 
observation. “Only close study of the facts is likely to reveal which as- 
sumptions are most likely to have a counterpart in .reality.”*^ 

Finally, economic theory can be applied in practice only through 
the study of particular facts. This may sound too obvious to need any 
emphasis. I'he point is, however, that even a theory which contains 
allegedly realistic assumptions rarely supplies the answer to a concrete 
problem. Each of the assumptions has to be checked against the spe- 
cific conditions of the time and place; and some may require to be 

L. Robbin.s, Essay on the Nature and Sistnificaruce of Economic Science (2d cd,; London, 
1937), p. 122. 

Ibid., p. 123. *• «■/., p. 5. 

Ibid., p. 122. ‘^Robbins, op. cit., p. 118. 
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given concrete content. The existence of a consumer’s scale of prefer- 
ences may be a realistic assumption, but, for the solution of many 
problems, we need to know which particular commodities the con- 
sumer prefers and in what order. The theory of gold flows may be 
realistic, but in a particular case we need to know the actual cost of 
gold shipments if we are to determine how far the exchange rate will 
move under the gold standard. Realistic theory tells us what facts will 
be significant in relation to a certain problem, but not the form which 
the facts will take in the particular case. 

HOW THEORY GUIDES EMPIRICAL INVESTIGATION 

The “method” of economics is not simply to record all sorts of facts 
and explore their logical implications (treating the facts as the prem- 
ises of logical analysis). There are too many facts, and the possible 
implications of all the various combinations of facts which could be se- 
lected are too vast to be contemplated. What economic theory claims 
to do is to single out, from the overwhelming complex of facts, the ones 
which are worthy of attention. How can it do this? 

The method is to construct theoretical “models” — logical construc- 
tions in which certain processes (buying and selling, for instance, at a 
particular price) are shown as the inevitable implications of certain 
conditions (such as the possession by the traders of certain stocks, their 
desires to hold different stocks, the availability of market facilities, 
etc.). The theory is not intended to be a complete replica of the real 
world with all its complexities, but a simplified model, representing 
only certain features of the real world which are believed to be impor- 
tant for the problem under consideration. When such a theoretical 
model has been constructed, it can be “tested.” The economist turns 
to the real world and checks the assumptions and the conclusions of its 
theory against such facts as can be observed. He begins to feel some 
confidence in the theory if it “works”; that is, if he finds, in a number 
of instances, that the conditions which fit in with his assumptions are, 
in fact, followed, at an appropriate interval, by other conditions or 
processes which conform to the conclusions of his theory. If the theory 
works sometimes, but not often, it is possible either that it is too simple 
or that it is definitely “unrealistic.” It may be possible to improve it 
by including additional assumptions or by replacing some assumptions 
by others or, again, by working out some further implications which 
had been previously overlooked. Since any theory must abstract from 
some of the conditions of the real world, if it is not to be a complete 
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replica, there is always the danger that some significant factor may 
be left out of our analysis. “The conditions from which we abstract,” 
wrote Wicksell, “must be relatively unessential, at least as regards the 
question under discussion. It is not always possible to decide in ad- 
vance whether the conditions from which we abstract are essential or 
not.”^^ Only experience in the application of theories can show 
whether or not we have been guilty of oversimplification in our theo- 
retical construction. 

With a well-tested theory to guide us, we can take up new problems 
— either the interpretation of past events or the prediction of the fu- 
ture. Our theory suggests that certain events (say, a fall in prices) will 
be produced if certain conditions are present (say, technical progress) 
but that the tendency will be checked if other conditions are also pres- 
ent (such as monopolistic organization of industry). We therefore turn 
to the facts, to see which, if any, of these various conditions are pres- 
ent. Other facts which have no place in our theoretical scheme we 
ignore; those that are represented as significant by our theory we 
classify according to the direction in which they are supposed to work. 
From the inspection of these facts, arranged witliin the framework of 
our theory, we decide what developments are to be expected, that is, 
what facts will correspond, in practice, with the conclusions of the 
theory. This may involve a large degree of judgment, particularly if 
the theory represents the events as the outcome of opj)osing forces, 
which have to be balanced one against the other. If the economist can 
provide a common measure by which to e.stimattr the relative .strength 
of opposing forces in a concrete instance, the sct>pe for pt'rsonal judg- 
ment is accordingly reduced. But, whether the final conclusion can 
be reduced to arithmetic or must contain a consid<*rable element of 
opinion, the preliminary work of .sorting the facts into relevant and 
irrelevant and the cla.ssification of the former under the heading.s sug- 
gested by the theory are essential parts of the .sci<*ntific .study of con- 
crete problems. Without a theory to guide us, the same work of 
classification would be nece.ssary, but it would b<‘ interminable, be- 
cause it would have to proceed by trial and error. 

Even the practical man usually has some theory in his mind when 
he approaches a new problem. This preformed theory or conceptual 
scheme may have been formed subconsciously in the t'oursc of past 
experience, or it may be the re.sult of the sy.stematic' .study of some par- 
ticular technique. 

K. Wicksell, Lectures on Political Plconomji (New York, 1^34), I, 10. 
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This point may be illustrated by analogies from other specialties. A 
mechanic may be confronted by a motorcar of a make that he has 
never before encountered. But his knowledge of the general features of 
motor engines in general provides him with a method of procedure 
when he sets out to discover the cause of engine failure in this case. 
So, too, a physician can, within certain limits, diagnose the disease of 
a new patient, by gradually eliminating the irrelevant and concen- 
trating upon the significant symptoms. But this is possible only be- 
cause the mechanic and the physician already possess their conceptual 
scheme of the various factors which might be involved. In dealing 
with a concrete problem they must investigate the facts, but it is their 
theoretical knowledge which shows them what facts to look for. Their 
conceptual scheme of cause and effect may have been built up by em- 
pirical study (practical experience) to a greater degree than is true in 
the case of many economists, but it is, nevertheless, the possession of 
this theory which facilitates the analysis of the new situation. No 
amount of practical experience will serve this purpose unless it leads 
to the formulation of a conceptual scheme, and some useful conceptual 
schemes can be taught with little recourse to experience other than for 
illustrative purposes. 

The same point may be put by comparing economic theory to a 
map of an extensive territory. No map can be complete; if it included 
everything it would be useless, for it would be a full-scale replica of the 
area covered. The economist’s map is drawn in an attempt to pick 
out the features which are significant for the particular type of prob- 
lem which economists have traditionally discussed and leaves out, like 
Mr. Horrabin’s political maps,^^ all the features which are considered 
to be of little significance for the purpose in view. To approach the 
same problems with no conceptual scheme at all is equivalent to ex- 
ploring an entirely unknown terrain. To approach them with only the 
conceptual scheme of a lawyer or accountant is like using a map de- 
signed for another purpose. A map which shows only the contours 
will facilitate the location of rivers but is a poor substitute for a map 
with the rivers plainly marked. 

The diagnostic or direction-finding function of economic theory is 
apparent in such a practical problem as that of deciding whether a 
particular industry is monopolistic or competitive. If this problem is 
tackled severally by a lawyer without any knowledge of economic the- 

J. F. Horrabin, An Atlas of Current Affairs (New York, 1940); An Atlas of European His- 
tory (New York, 1935); etc. 
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ory and by a trained economist, we know from experience that they 
are likely to arrive at different conclusions. The explanation of this is 
that they have conceived the issues differently and have applied dif- 
ferent conceptual schemes. If there is more than one firm, the lawyer 
discovers monopoly only when there is proof of overt acts calculated to 
operate “in restraint of trade” ; “the law does not make mere size an of- 
fence”; the fact that small firms accept the price leadership of a large 
firm does not constitute legal proof that the latter is exercising monop- 
oly power. Consequently, the lawyer looks primarily for overt acts of 
the type indicated. The records of American cases under the anti- 
trust laws and of cases before the British courts, as well as the reports 
of various select committees and royal commissions, show the legal 
mind twisting and turning in an effort to find a clear and unambigu- 
ous application of terms on the basis of their traditional legal interpre- 
tation and often arriving at conclusions which shock common sense 
and appear ridiculous to the economist. 

Is competition restricted by the emergence of a few large firms? Is 
price discrimination monopolistic? Do trading associations with price- 
maintenance agreements limit competition? To questions such as 
these economic theory can give clear and definite answers, after de- 
fining such terms as “monopoly” and “competition.” Economic the- 
ory shows that the terms cover a large number of different “market 
situations,” the implications of which differ considerably. It lays 
down the characteristics (definition) of each market situation and pro- 
vides a map which shows us what to look Jor^ in a particular industry, in 
our attempts to determine the market situation and its consequences. 
While the jurist also has his map, with some points in common with 
the economist’s map, it does not include all the data which are essen- 
tial to this problem. 

Two further examples will serve to illustrate the function of theory 
in indicating what facts are relevant to a particular problem. What 
will be the effect upon prices of an expansion of public works financed 
out of central bank credit? In the first place, the effects of the credit 
expansion upon the policy of the other banks must be estimated, and 
economic theory indicates the factors which might determine this: 
e.g., the conventional reserve ratios of the banks and llufir liquidity 
prior to the expansion, the clearing practices, the speed with which 
money passes from cash circulation to credit balances, and the expec- 
tation of future stability or instability. Next, account must be taken of 
the degree of unemployment and the availability of other resources to 
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permit an increase in output of goods in response to the increased ex- 
penditure of money. Nor can we ignore the question of the stability 
of the foreign exchanges. That each of these points must be studied is 
clear from the pure theory of money and prices. A student of facts who 
is ignorant of this theory might easily omit one or more of the relevant 
factors; or, if his inquiry is complete and exhaustive, he might reach 
the important factors very much later than if he accepted the guidance 
of theory. In economic policy, decisions have to be made, and time is 
often the essence of the contract. 

What will be the probable yield of an increase of 10 per cent ad 
valorem in all import duties? The practical man will allow for some 
decline in total imports, when making an estimate; but economic the- 
ory indicates several specific factual inquiries which should be made if 
the magnitude of the decline in imports is to be assessed in advance. 
In the first place, what imports are meeting competition from local 
production with a price difference not exceeding 10 per cent? What 
are the possibilities of expanding production in the local industries and 
what increase in cost will this involve? To what extent will consumers 
turn to other articles rather than pay the higher price of imports or 
local substitutes? If imports are to decline seriously in the first in- 
stance, what effects will this have upon exchange rates or monetary 
conditions and how will that affect imports? Behind each of these ques- 
tions is a host of others. Admittedly, economic theory produces a 
“monstrous brood of hypotheses such as might well alarm some Mal- 
thus of the speculative world, let alone the empirical investigator 
whose task it is to verify them. Some of the queries noted above prove 
to be very difficult to answer even roughly. But this practical obstacle 
to realistic economics does not diminish the utility of knowing what 
questions to ask. It is only by asking that w^e learn the limits of our 
knowledge. Practical politics may often not be able to wait for the 
scientific elaboration of hypothesis and sifting of the facts. This means 
that policy must often be based on rough judgment rather than on sci- 
entific knowledge. The economist’s task, in this regard, is to attempt 
to increase the use of the latter, and this can be achieved only grad- 
ually by persistent advance along all the channels of scientific method. 

THEORY AS CLASSIFICATION 

In these concrete examples the chief function of economic theory 
emerges as the classification of the observable facts according to a sig- 
B, Wootton, Lament Jot Economics (London, 1938), p. 65. 



46 


FROM ECONOMIC THEORY TO POLICY 


nificant scheme. This point may not be apparent from an inspection 
of economic theory, for it appears to consist of models oi processes rather 
than lists of categories within which specific facts are to be arranged. 
Consider, for instance, the analytic determination of output and price 
by the intersection of two curves. Here the theory presents an exact 
result in quantitative terms and shows how this result is produced by 
definite operations in the market. This does not at first glance suggest 
that economic theory is mainly a classification of possible happenings, 
each of which must be explored empirically. 

But, when we attempt to predict the output and price of a particular 
commodity, the intersecting curves are not of much use. The difficulty 
is that we do not know what the position of the curves will be at the 
time to which our prediction must refer. For a few commodities de- 
mand curves have been statistically “derived” from data relating to a 
number of years. The most that can be claimed for such “empirical” 
curves, however, is that they indicate within extremely broad limits the 
slope which the demand curve had over the period under examination. 
Even if we are prepared to project these conditions into the future, the 
margin of tolerance must be very wide. While such empirical curves 
may be of help in the case of certain commodities, the prediction of 
output and price must still proceed by a preliminary classififcation of 
the possible causes of a movement one way or the other and an individ- 
ual estimate of the absence or presence (and in this case the strength) 
of each factor which might contribute to the final result. The classi- 
fication is provided by the economist’s analysis of the factors behind 
supply and the factors behind demand. This enables us to ignore a 
host of observable facts as irrelevant and to sort out those that are rele- 
vant, according to the influence they may exercise on supply or de- 
mand and so upon price. 

This does not mean that economic theory consists merely of a list of 
headings, under which facts can be arranged. Its categories are sig- 
nificant only because they are derived from theoretical models of proc- 
esses similar to those that cause things to happen in the real world. But 
the processes which theory exposes are described in very general terms, 
which abstract from the particular form which the conditions may as- 
sume in particular cases. The particular form of the conditions must 
be specifically identified in the analysis of a concrete problem. In this 
descent from generalities to particulars, which constitutes the applica- 
tion of theory to practice, the role of theory inevitably appears as the 
provision of a significant list of things to look for. This must be borne in 
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mind when we attempt to extend economic theory to include certain 
processes which at present find no place in its analysis. 

THEORY AS TAUTOLOGY 

Having discussed the positive function of economic theory as an aid 
to the study of concrete problems, we may now turn to its limitations. 
There is one alleged weakness of theory which needs only brief men- 
tion, that is, its tautological nature. Pure theory consists in the analy- 
sis of selected premises to arrive at the inferences implied in such prem- 
ises. Nevertheless, it adds to our knowledge for practical purposes 
since, until the implications of given premises are recognized, they 
cannot be made the conscious bases of action. 

Theoretical analysis thus compensates us, in a certain way, for the fact that our 
brains are not all-powerful. With all-powerful brains we would need no pure theory to 
work out the relations and implications of our definitions or empirical premises. We 
would just have a dictionary in which all our concepts — “perfect competition,” 
“monopoly,” “saving,” etc. — were clearly defined and after reading it through would 
perceive at one glance all the most subtle interrelations [and conclusions of economic 
theory] .21 

Mr. R. F. Harrod lists among the possible contributions of the stu- 
dent of methodology that “he may show that propositions usually 
deemed to constitute constructive knowledge do not in fact do so, but 
consist essentially of definitions of the terms employed.”®^ One’s 
thoughts immediately turn to the savings-investment controversy of 
recent years. But “constructive knowledge” is a matter of degree. All 
pure theories consist in part in the elaboration of the terms employed; 
this becomes useful or constructive whenever it throws a clearer light 
upon the object of study. 

REQUIREMENTS OF REALISTIC ECONOMICS 

The test that we must apply to economic theory, therefore, is not 
whether its results are contained in its premises but whether it is a 
serviceable instrument in the study of concrete problems along the 
lines indicated earlier in this chapter — whether the facts which it re- 
jects as irrelevant are, in fact, insignificant, and those that it selects, im- 
portant. We have already noted Wicksell’s admission that one cannot 
be sure in advance that one is abstracting only from the unimportant. 
There is also the danger that, if we misread any of the facts which we 

21 T. W. Hutchinson, The Significance and Basic Postulates of Economic Theory (London, 1 938), 
p. 35. 

22 “Scope and Method of Economics,” Economic Journal, September, 1938, p. 385. 
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do regard as important, this is liable to cause not only the misin- 
terpretation of the facts we do consider but also the neglect of other 
facts which really are material to our problem. From this viewpoint 
the chief criticisms that can be made of present economic theory are 
its frequent use of frankly unrealistic assumptions and its habitual ab- 
straction from elements which are obviously part and parcel of eco- 
nomic life, as the term is usually understood. 

Both these criticisms will be considered at greater length in the fol- 
lowing chapters. It will be conceded, for instance, that present-day 
economics suffers from “theoretic blight,” that is, from a tendency to 
develop theory for its own sake, even if this involves using unrealistic 
postulates and an increasing remoteness from the real world. It will be 
argued that the extent of “theoretic blight” is greater than many 
economists believe and that, if economics is to be more widely used in 
practical affairs, the more parasitic sections of theory must be replaced 
by something in less conflict with everyday expedience. Unless this is 
done, economic theory cannot be used to classify the facts into signifi- 
cant and irrelevant, let alone to weigh the importance of those that are 
selected as significant. 

One matter in which economists have long been dodging the shafts 
loosed by other social scientists is the psychological assumptions of eco- 
nomics. In this connection, too, the practical application of economics 
demands a revision of our rather primitive theory of motivation, in 
place of the shrug of the shoulders which is the usual r<‘ply of the econo- 
mist to psychological criticisms. The cconomi.st has always felt at a 
loss to know what to do about it, even though he might admit that his 
psychological postulates were not always realistic. Fortunately, the 
case is less hopeless than might appear, and some suggestions will be 
made as to the way in which the theory of economic Ixdiavior can be 
made more useful. 

These weaknesses limit the applicability of economic thecdy in the 
sense that its conclusions may be, on occasion, misleading, even if all 
the things not amenable to economic analysis can l>c correctly esti- 
mated. But there remains the question as to whether e*conomic theory 
can be extended, along the lines suggested in chapter i, to interpret 
some of the types of behavior which find no place in its categories and 
also to facilitate the prediction of changes in the conditions which pres- 
ent theory takes as given. This can bc.st te.sKxi by examining the 
chapters devoted to these proposed extensions. But two points may be 
noted here. 
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The first point arises from our stress on the function of economic the- 
ory to guide us in our search for significant facts. In view of the neces- 
sity to use economic theory primarily as a basis for classifying observed 
facts, it is apparent that this also is the chief use to which a theory of 
economic development and a theory which goes beyond the market 
will be put. The theories must contain a sufficiently clear model of the 
processes involved in order to add conviction that the resulting classi- 
fication of the facts will be significant; but the status and utility of 
these theories will not depend upon the complexity of the formal logi- 
cal structure which may be developed out of their assumptions. The 
second point is the possibility of adding to economic theory in this way 
without altering its nature. There is no question that these new theories 
involve an enlargement of the scope of economic theory; but will it 
still be economic theory?^^ Our discussion of economic theory has con- 
centrated on the aid it lends to the study of facts; we have not con- 
sidered what marks economic theory off from other sciences. 

THE PROBLEM OF DEFINITION 

The distinction cannot be made in terms of method, despite the fa- 
mous doctrine of Mr. Keynes that economics is a method rather than a 
doctrine. Other sciences use conceptual schemes to aid the study of 
observed facts, although some of them enjoy superior methods of iso- 
lating, for examination, the facts which are suspected of being signifi- 
cant. The theoretical schemes may be more prominent in the sciences 
which do not lend themselves so readily to experiment and which are 
concerned with facts that are likely to alter from one observation to the 
next. But even in the physical and biological sciences, with their ac- 
cumulated masses of constant facts — many of them accurately meas- 
ured as well as carefully described — the facts must be fitted into an 
orderly scheme and interpreted by a theoretical (or logical) structure. 
And progress is made in all sciences, not only by the observation of 
facts which, because they do not fit into existing theories, constitute a 
challenge to further investigation but also by the verification of hy- 
potheses, conceived by the theoretical elaboration of the implications 
of certain assumptions. 

This point has been raised by several readers of an earlier drzift of this work, in which 
the author, in his eagerness to enlarge the theoretical schemes at the disposal of the prac- 
tical economist, ignored the question of definition altogether. These readers were accord- 
ingly left in doubt as to the author’s “conception of economics.” Since failure to satisfy the 
reader on this point may prejudice his willingness to consider these new theories primarily 
in terms of their practical utility, it seems necessary to say something about the definition 
of economics at this stage. 
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Gan the economist claim any special technique in the construction 
of his own theoretical scheme? “Economics has no method of investi- 
gation peculiar to itself, i.e., no logical methods oj its own,^' wrote Pan- 
taleoni. “There is not a single species of logical argumentation that 
may not, in some instance, be turned to account.”^'* Pantaleoni, not- 
ing that economics appears to deal with phenomena “contemplated at 
least incidentally by a hundred other sciences and technical arts,” 
found a distinction, however, in the economist’s choice of assump- 
tions. Economics “either recognises in these processes (connected with 
wealth) the realisation of the hedonic hypothesis, or supposes that they 
take place under the operation of the hedonic postulate. ”26 Embar- 
rassed by the identification of economics with a now outmoded school 
of psychology, modern economists assert that economic theory has no 
need of the hedonic postulate; but, neverthelc.ss, a somewhat similar as- 
sumption is introduced. Professor Pigou tells us that “the task of posi- 
tive economics is to display the structure and working of the economic 
cosmos as an outgrowth of the principle” of ma.ximi 2 :ation, which is 
defined as “so acting that a more keen desire is always followed in 
preference to a less keen one, and that, when a desire can only be satis- 
fied at the expense of undergoing an aversion, it will be followed or not 
according as it or the aversion is the keener. Again, Professor 
Knight writes that “economic theory deals with ... . the use of re- 
sources or means in such a way as to securer th<‘ maximum degree per- 
mitted by the means available to any economizing .subject, the pro- 
motion of whatever interests he may be trying to promote. ”27 -phis 
problem of maximization presents itself only when our means are 
“scarce” relatively to our various desires; and our d(\sircs are therefore 
brought into competition with one another. Ecx>nomy, or maximiza- 
tion, is, therefore, a form “a.s.sumcd by human behaviour in disposing 
of scarce means”;2“ and “economic analysis turns otit ttj be the eluci- 
dation of the implications of choice in variou.s assumed circum- 
stances. 

i'" op. cii., p. 7. 

5“^ Ibid. 

A. C. Pigou, Economics oJ Stationary States (Ijondon, 1935), p. 4. 

H. Knight, “Professor Parsons on Economic M{)tivation,’’ (Canadian Journal of Ec6~ 
nomics and Political Science, August, 1940, p. 462. 

Robbins, op. cit., p. 15. 

=*» Ibid., p. 83, quoting F. A. I'cttcr, Economic Principles (New York, 1922), ;>p. ix and 12- 
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The great discovery of economic theory is that the maximum effect 
will be achieved from given resources when they are arranged in such 
a way that any substitution of a small unit of one type of resources for 
a small unit of another would reduce the total effect. From this it fol- 
lows that, in so far as individuals watch the “marginal” uses to which 
they put their resources and make the necessary adjustments when- 
ever marginal substitution promises an increase in satisfaction, they 
will achieve the maximum satisfaction that is consistent with their 
limited resources and competing desires. If we accept the empirical 
generalization that persons who are confronted with the necessity for 
choice do, in fact, proceed by the principles of substitution, the elabo- 
ration of their implications becomes a method of predicting human be- 
havior. In a particular instance, of course, we need to know not only 
whether they do proceed by these principles but also what particular 
ends they desire to achieve and what alternative courses of action are 
open to them. The assumptions which economists habitually make 
about these matters will be considered in chapter v. 

The range of economic analysis, if this definition be accepted, is ex- 
tremely wide. This conception of economics, as Professor Robbins re- 
minds us, “does not attempt to pick out certain kinds of behaviour, but 
focusses attention on a particular aspect of behaviour, the form imposed 
by the influence of scarcity. It follows, therefore, that in so far as it 
presents this aspect, any kind ofhuman behaviour falls within the scope 
of economic generalisations.” But reflection suggests that “scarcity 
of means to satisfy ends of varying importance is an almost ubiquitous 
condition ofhuman behaviour,”®^ and it would appear that economics 
is as wide as life itself. Indeed, Wicksteed claimed that the maximum 
principle “is not exclusively applicable to industrial or commercial af- 
fairs, but runs as a universal and vital force through the administra- 
tion of all our resources.”®^ This observation has been carried to its 
logical conclusion by Mr. A. MacFie, by showing the importance of 
“economy” in literature, art, and morals. Professor Knight, on the 
other hand, has argued that “there can be no mathematical formula 
for maximum performance in connection with such values as victory or 
vengeance, beauty, morality, adventure, love, sport, conversation. 

Op. cit., p. 17. 

Ibid., p. 14. 

»* P. H. Wicksteed, Commonsense of Political Economy (London, 1933), Book I, p. 3. 

An Essay on Economy and Value (London, 1936); there is also a similar problem of econ- 
omy in warfare (cf. E. R. Walker, “War Economy,” Economic Record, June, 1940, p. 1). 
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family life, social success, or most of the things that people really care 
about.” Here is matter for extensive debate. 

It is significant, however, that hardly any economists display the 
slightest interest in this wider issue. Economists do confine their analy- 
sis of the implications of choice to its manifestation in industrial, com- 
mercial, and hnancial matters, even though this limitation is not im- 
posed by the definition we have been considering. Although the defi- 
nition is based on the notion of scarcity, it would appear that econom- 
ics is not concerned with all cases of scarcity; either certain ends are 
excluded from consideration, or certain resources and courses of ac- 
tion are ignored. This affects both the choice of assumptions and the 
directions in which implications arc developed. One thing that dis- 
tinguishes economics from other social sciences is that the assumed 
“scales of preferences” do not indicate gentlemen’s preference for 
blondes or the voters’ aversion to avowedly clever men. Another is that 
when the economist studies, say, the effects of currency inflation, such 
as took place after 1918, he ignores the question of whether some indi- 
viduals will be driven to suicide and others demoralized by a sudden 
access of wealth. In some circumstances the implications of the neces- 
sity for choice may be stealing or insanity. But conclusions of this type 
are not regarded as falling within the scope of economics, even if they 
can be fitted in under the famous “scarcity” definition. 

The limitation upon the scope of economic theory is traditional. 
The economist may study the psychology of choice, l)ut in the past it 
has been choice in industrial, commercial, and financial matters that 
interested him. And such is the force of habit that economics is still 
primarily concerned with these things. But (‘ven within this field, only 
certain kinds of behavior have b<‘cn made th(‘ subj<‘ct of theoretical 
schemes by the economist, namely, those that take; place in the market: 
the processes of exchange. This limitation is achi('v(‘d by assuming, 
for the purpose of theoretical analysis, that the alt(‘rnative uses of re- 
sources and the alternative courses of action all li<': inside tlic market. 
The result is that, although economic theory analyz<‘s tin* implications 
of tariffs and combinations and transfers of wealth by state action, it 
docs not provide a theoretical scheme to explain the emergence of 
these data, even if they are due to deliberate human choice under the 
impulse to maximize certain ends. Consequently, as we have already 

H. Knight, “Economic Science in Recent Discimion,” Anirricdn Kcommic Review^ 
June, 1934, p. 236. 
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seen-, economic theory is often unrealistic, even within the field of in- 
dustry, commerce, and finance. 

Professor Robbins has argued that, once the stage has been reached 
where the identity of the problems underlying separate economic in- 
quiries can be detected, the formulation of a definition serves to indi- 
cate the problems that remain to be solved.® If this identity is found 
in the need for choice, the gaps to be filled are enormous, From the 
practical point of view, there is no doubt regarding the need to ex- 
tend our understanding of behavior in industry, commerce, and fi- 
nance; the only question is whether “the elucidation of the necessity of 
choice in various circumstances” can throw light upon actions which 
have previously been estimated by common sense but not studied by 
economic theory. Our discussion suggests that in order to bring them 
within the scope of economic theory it is necessary only to widen the 
range of the permissible assumptions, and that this does not alter the 
nature of the science. The value of these extensions can then be judged 
on their performance. From a methodological point of view, at least, 
they will be irreproachable. 

“ Op. d, p. 3. But Professor Robbins might not approve the conclusion drawn from 
this statement. 



CHAPTER IV 


THEORETIC BLIGHT 

W E HAVE seen that economic theory — that ‘‘engine for the dis- 
covery of concrete truth” — ^works by the construction of 
logical systems, based on assumptions which are held to be 
significant for the problem on hand. It is not likely to be of use in the 
discovery of concrete truth if there are logical flaws in the structure of 
the theory or if the assumptions of the theory are in flagrant conflict 
with the observed facts of the real world. But the theory must always 
be simpler than the real world, and, as Wicksell noted, this entails the 
danger that it may abstract from what is essential as well as from what 
is insignificant in relation to a particular concrete problem. “There is 
scarcely any limit,” wrote Marshall, “to the developments of economic 
theory which are possible; but of those which arc possible only a small 
part are useful in having a direct relation to practical issues. Ricardo 
who added more to the theory than anyone cls<% was not fortunate 
in his choice of cases to be worked out in detail.”’ 

To what extent is it a matter of luck as to which cases are worked out 
in detail? Is there any method which will guide us in our choice of as* 
sumptions? It may well be argued that it i,s this part of economics 
which gives the greatest scope to geniu.s, to thost‘ intuitive flights of con* 
structive imagination which are denied to most people. 'Ihere is al- 
ways the possibility of improving a complicated logical argument; and 
there is room for ingenuity in the p(^rfcction of observational tech- 
niques to verify particular as.sumption.s about th<‘ n‘al world. Original- 
ity makes its presence felt in these fields, too. But it is the brilliant 
hypothesis, giving new prominence to hitherto neglected facts or as- 
sumptions that marks out the genius from the (;oin|>etent economist, 
Of course, genius is sometimes wrong; and, on the other hand, mere 
competent practitioners occasionally enjoy a l)rief moment of insight 
which lifts their work on a particular problem out of mediocrity— the 
distinction between genius and competenc<': h a matter of degree. It 
is desirable, on the one hand, to enable the gent'ral run of economists to 
produce bright ideas more frequently and, on the oth(‘r hand, to facili- 

lA. Marshall, ‘The Present Position of Eeonnmirs IlftBSl,” in A. C. Pigou (ed,), 
Memorials of Alfred Marshall (London, 192S), U,2. 
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tate their rapid evaluation of the dazzling but sometimes sterile con- 
tributions of brilliant theorists. An economist concerned with the 
formulation of policy has so difficult a task that he cannot afford to 
dispense with any assistance that may be provided by new theoretical 
analyses; but he cannot leave it to subsequent experience to show 
whether the intuition of the theorist has guided him aright or led him 
astray in the selection of certain elements of a problem as the signifi- 
cant ones for analysis. It would be useful to have at least some working 
rules or tests of validity to apply to the choice of assumptions which 
purport to contain the important features of a problem, just as we have 
statistical methods to aid us in testing particular assumptions by ob- 
servation of the real world and the rules of logic to guide our analysis 
of the particular assumptions we have adopted. 

THE MEANING OF THEORETIC BLIGHT 

There is one test which the practical man applies to all economic 
theory, namely, that it must not leave familiar features of the concrete 
world out of account altogether or definitely misrepresent them. One 
does not expect that theory should attach significance to the various 
features of the real world according to their prominence to the super- 
ficial observer, for “it is not the purpose of science to describe the ob- 
vious in elaborate terms. The only function of economic theory is to 
show the causal significance of less obvious factors which are not of ap- 
parent importance. “That which is not seen is often better worth 
studying than that which is seen.”^ But it is difficult to believe that 
the economist has put his finger on the clue to a problem if his analysis 
does not admit the possibility of events being influenced by the con- 
crete conditions which stare him in the face. For instance, if an Aus- 
tralian economist were asked to advise on the probability of a rise in 
the wage rates for unskilled labor, a discussion of the prospects of an 
increase in the marginal productivity of unskilled labor, without any 
reference to the existence of the Commonwealth Arbitration Court, 
would earn and merit the ridicule of the practical man. In the privacy 
of his study the economist may examine frankly unrealistic cases in 
order to discover the significance of a particular element in a wider 
problem, “all other things being equal”; but in the real world where 
other things do not remain the same that particular element may have 

* K. Wicksell, Lectures on Political Economy (London, 1934), I, 19. 

® A. Marshall, Principles of Economics (8th ed.; London, 1922), p. 778. 
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a different significance. It is not merely the fear of ridicule that should 
prevent the exhibition of such analyses as contributions to the solution 
of “economic problems.’" 

Yet economists do expose themselves to criticism in this respect. To 
many people this is just what the term “academic” conveys; a pre- 
occupation with problems from which the most obvious and most chal- 
lenging features of the real world have been abstracted. But this would 
seem to be a fault against which the economist could easily guard. We 
may have no general rules to determine in advance whether the ob- 
scure elements of the situation, which a new and untried theory repre- 
sents as the really important ones, arc, in fact, significant; but there 
should be little difficulty in deciding whether a theory takes account of 
all the facts which are prima facie rclevant. 

The fault is sometimes in the formulation of theory and would 
be corrected if the assumptions were set out more explicitly. In how 
many expositions of the theory of marginal pi'oductivity is there 
a list of all the conditions which must be fulfilled if wages are to be 
equal to marginal productivity? If this is done, the inapplicability of 
the theory at certain phases of the trade cycle becomes obvious.^ Un- 
stated assumptions may exclude prominent facts from analysis by de- 
nying their existence. Re-examination of a theory to make all its as- 
sumptions clear may therefore be an essential |.)reliminary to deter- 
mining whether it does ignore the obvious. But th(u*e arc too many 
cases where this re-examination is not necessary. 

Why do economists often persist with the elaboration of theories 
which are patently out of touch with reality? Is it because they believe, 
with Professor Whitehead, that “in our most th(‘oretical moods we 
may be nearest to our most practical applications”?*"’ Or is it because 
they love theory for its own sake and desire to facilitate its growth in 
extent and beauty? If, as Mr.s. Robinson .says, “the subject matter of 
economics is neither more or less than its own t(;chniqut%”'’ there is a 
temptation to select problems to which the technique is suited and to 
protect the beautiful “engine” of economic theory against the hard 
facts which might dull its cutting edge. I'his typt‘ of narcissism has 
exercised too great an influence over the develoi)ment of economics in 
recent years, despite Marshall’s warning to lx- on our guard “lest we 

* See below. 

6 A. N. Whitehead, Introduclian to Mathematics (New York, 1 U 11 ), p. 1 (K), <}uated by A, C. 
Pigou, Economics oj Weljare (3d ed,; London, 1929), p. .3. 

“Joan Robinson, Economics Is a Serious Subject (Cambridge, 1932), p. 4. 
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should fall tacitly into the fallacy of regarding what is tractable to our 
intellectual machinery as equivalent to what is important.”^ 

This development of economics under the impulse of theoretic con- 
struction, for its own sake, along paths which become ever more re- 
mote from the real world, is best described by the term ‘‘theoretic 
blight.” From the point of view of one who desires to use economics 
for the discovery of concrete truth, theories that build on incredible 
postulates seem a parasitic growth. All this has been said before by 
“practical” critics. But many economists do not realize how much of 
economic theory is open to such criticism. An attempt is made in this 
chapter to illustrate the extent of theoretic blight in modern economics. 

CAUSES OF THEORETIC BLIGHT 

But first let us consider the process by which it gains a hold. Since 
the economist’s method is to begin with the examination of simple 
cases and to approach the real world by a series of successive approxi- 
mations, the temptation to select tractable cases is strong. Wicksell 
writes: 

It may even happen that we must deliberately ignore conditions which are of them- 
selves of the greatest importance, because the problem in question is of so complex a 

nature that it cannot be rationally treated in any other way In all these cases the 

results are, of course, not even approximately correct; though inquiry is not, on that 
account, valueless. They constitute rather a necessary element in the full and correct 
solution of the problem under discussion, and arc, therefore, to be regarded as useful 
work, even if it should sometimes prove impossible, for the moment, to complete the 
reasoning by the inclusion of other factors hitherto omitted.® 

Wicksell quotes “parallel cases” from the natural sciences, such as 
“Newton’s discovery of the speed of light through the atmosphere, 
which differed from the actual result by about one third, because the 
heating of the air under pressure had not been taken into account.” 
Now economists cannot be superior about an error of only one-third 
in a quantitative estimate. But there is no knowing how large the 
error due to the omission of certain factors may be. Moreover, the 
method of successive approximations holds special dangers for the bio- 
logical and psychological sciences. Where we are dealing with com- 
plex living matter, a change in certain conditions may cause a great 
change in behavior. In moving from a simple hypothetical case to the 
real world, we may need not merely to complete and correct our con- 
clusions in detail but, instead, may have to recognize entirely different 

^ Quoted by Pigou, Memorials, pp. 84—85. 

8 Op. cii., I, 10. 
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conclusions.^ If there is reason to believe that successive approxima- 
tions will lead to an entirely different view of the problem, a first ap. 
proximation, made by abstracting from elements believed to be impor. 
tant, could only be a dangerous guide to practice. 

Economists who are not concerned with practical affairs may take a 
more complacent view of first approximations and may consider time 
well spent in the elaboration of theories that are remote from reality, 
patiently waiting for the day when the approach to the world of con- 
crete facts will be less difficult. 

The two questions which can be asked of a set of a.s.sumptions in economics are 
these: Are they tractable? and: Do they correspond with the real world? The first 
question can only be answered by the applicathm of analytical technique to the as- 
sumptions. Some sets of assumptions are too complicated to be managed by the tech- 
nique now at our disposal. But a set of assumptions that is manageable is likely to be 

unreal The choice between manageable and realistic as.sumptions is one of tera- 

perament, not of opinion. 

To the criticism that an assumption is unrealistic, “the economist who 
has made it must answer: I know very well that the world to which 
my technique applies is not the real world, but ... . when I have got 
well used to using my two-dimensional technique I will try to evolve 
a three-dimensional or an «-dimensionai technique which will be 
capable of solving the problems which arise on your assumptions.” 
This view Mrs. Robinson dc.scribcs as the optimistic view; the optimis- 
tic economists “must get all the results whicli are just as complicated 
but no more complicated, than their technkiue can produce, hoping 
gradually to build up a more and more complicated technique as time 
goes by.” This view is contrasted with that of the “pessimistic, meth- 
odological, Continental economist,” who “prefex's sitting at the apex 
of a pyramid of completely self-consistent, realistic, V)ut intractable as- 
sumptions to solving unrealistic problems.”**’ 'I'hi* contrast is, how- 
ever, false. It is not that the complexity of realistic assumptions makes 
them intractable but that they are in conflict with the asumplions used 
in some of the established theories and, if admitted to the economist’s 
system, must destroy tho.se theories. The best mtuhod of “building up 
a more and more complicated technique” is not by .solving as many 
(unreal) problems as possible with the exi.sting technique but to study 
new, and preferably realistic, problcm.s with a vic:w to seeing what 

» This was not altogether Marshall’.'* view. “When we know the action of two economic 
forces separately we can predict fairly well their conjoint action ” Bnt hr accused Mill of 
exaggerating the extent to which this can be clone (cf. Principles, p. Ill and n. ), 

1^° Robinson, op. cit., pp. 6-9. 
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changes should be made in the economist’s technique. This task will 
be assisted by the frank recognition of theoretic blight wherever it is 
encountered. 

Theoretic blight may be caused not only by the desire to expand 
economic theory in those directions to which existing technique is 
suited, despite their remoteness from reality, but also by admiration of 
the aesthetic qualities of the conceptual schemes which can be built up 
from unrealistic premises. It is not only in reaction from contact with 
the confused thinking of the layman that economists “run back to find 
peace and contentment in neat equations and elegant equilibria. 
There is positive satisfaction in symmetry, where it is discoverable, in 
the analysis of supply and demand, import duties and export duties, 
wage increases and wage decreases. The aesthetic sense may even in- 
spire a dream to remake the real world in the image of theory, instead 
of adapting theory to the ugly facts of the real world. Dr. Benham, in 
writing of Britain’s departure from the gold standard in 1931, ac- 
knowledges this tendency as a possible source of bias : 

As an economist, I have learnt to love the way a flexible economic system, in which 
prices and wages are quite free to move and the quantity of money is fixed, automati- 
cally responds to changed conditions, to changes in consumers’ wants, in methods of 
production and in factors external to man, such as good or bad seasons. I resent all at- 
tempts to hamper and distort the smooth working of this system by keeping particular 
prices and wages, or prices in general and wages in general, at a higher level than the 
free play of supply and demand would bring about; I resent opposition to more effi- 
cient methods or restriction of the free flow of migration and investment. I suppose I 
resent all this partly because I would like the real world to correspond more closely 
to the beautifully-working imaginary world, without “economic friction,” which 
economists describe and explain as a “first approximation.” Thus I naturally want 
greater flexibility All the same, I have tried to discount my own bias.^* 

It is refreshing to meet an economist so conscious of this bias; it runs, 
unacknowledged, through the writings of many.^® 

USEFUL THEORIES FIRST 

We may now illustrate the problem of selecting cases for analysis, 
that is, deciding which combination of assumptions is likely to provide 
a theory that will prove to be significant in relation to a concrete profi- 
le E. Gannan, “The Need for Simpler Economics,” Economic Journal, September, 1933, p. 
379. 

Frederic Benham, Go Back to Gold (“Criterion Miscellanies,” No. 35 [London, 1931]), 

p. 6. 

In an unpublished dissertation, “Notes on Some Selected Aspects of Economic Sci- 
ence” (manuscript in Fisher Library, University of Sydney), H. D. Black gives many ex- 
amples and concludes that “a craving for symmetry together with the practice of mere 
formal abstraction are likely to hide more truths than they serve to discover.” 
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lem. Reference has already been made to the diagnostic value of the 
theory of “market situations.” Earlier writers distinguished only two 
market situations, namely, competition and monopoly, and elaborated 
a theory to deal with each. Subsequently, it was recognized that 
duopoly presents special problems, and a separate theory (or group of 
conflicting theories) emerged as a result of attempts to deal with these 
problems. We have also had theories of “bi-lateral monopoly” and 
“partial monopoly.” More recently it has been recognized that a 
great proportion of the facts of real life can be explained only by a new 
group of theories dealing with “monopolistic competition” and “im- 

TABLE I 

Types of Market Situation 


Number and Size 


Number and Size 

OF Seller 

One 

Large; 

No 

Small 

One 
Large; 
One or 
More 
Small 

Two or 
Mor<“ 
Large ; 

No 

Small 

Two or 
More i 
Large; 
One or 
More 
Small 

Many 

Small 

One large; no small 

1 

2 

3 

4 

5 

One large; one or more 






small j 

6 

7 

8 

9 

10 

Two or more large; no 






small 

11 

12 

13 

14 

15 

Two or more large; one or 






more small 

16 

17 

18 

19 

20 

Many small 

21 

22 

23 

24 

25 


perfect competition.” There has been soiik^ tiuprofltable discussion as 
to the most appropriate definitions of thes<‘ terma. The important 
thing, however, is the recognition of the possibility of distinguishing be- 
tween a considerable numl)cr of market situations; how each is to be 
christened is of secondary interest. One or two altcunjjts at classifica- 
tion of the various possible .situations havt‘ been pnblish<‘d,‘'’ but none 
has done full justice to the great range of possible combinations. 
Table 1 has been used in Iecture.s by the autlior; it provides a salutary 
lesson to the student in the limitations of existing theory. 

The situations may difler with respect to tli<‘ buying side and the 
selling side. It is assumed in Table 1 that there is no discrimination on 

“Leonhard Miksch, WeUhfwerb als Auffiaht (.Sumgait, 1937); abo Fritz Machlup, 
“Monopoly and Competition: A Classification,” Amrrican Ectmumk Reninv, September, 
1937. 



THEORETIC BLIGHT 


61 


either side of the market, that is, no product differentiation or prefer- 
ence by buyers for certain sources of supply and no discrimination by 
sellers as between different buyers or groups of buyers. Along the top 
line are indicated five different situations on the buying side, distin- 
guished according to the number of buyers and their size. Down the 
left-hand column are indicated five situations on the selling side, dis- 
tinguished according to the same principle. A large buyer or seller is 
one who constitutes so great a proportion of the market that he can 
exercise some control over price by varying his purchases or sales. A 
small buyer or seller is so small that his influence upon price is negligi- 
ble. The line between large and small will be drawn differently in dif- 
ferent industries, according to the elasticity of supply and demand.^® 
The five different situations on either side of the market might con- 
ceivably be combined with any of the five situations on the other side. 
This gives twenty-five different combinations. The numbers in the 
table may be attached to the buying and selling situations indicated 
at the top of the vertical column and the beginning of the horizontal 
column in which the number is placed. For instance, Market Situa- 
tion No. 1 is that with one buyer confronting one seller, both neces- 
sarily “large” in relation to the market. In No. 5 many small buyers 
confront one large seller. In No. 21 one large buyer confronts many 
small sellers. The reader will recognize some of these situations, to 
which names have been given; 

No. 1 Bilateral monopoly 

No. 5 Monopoly 

No. 10 Partial monopoly 

No. 15 Oligopoly (or, when there are only two sellers, duopoly) 

No. 21 Monopsony 

No. 25 Pure competition (or polypoly) 

It is surely only a matter of time before No. 23 is christened “oli- 
gopsony.” Only in No. 1 does the conventional name refer to both 
sides of the market; in No. 21 it refers to the buying side, but the the- 
ory assumes many small sellers; in the other cases the name refers to 
the selling side, but the theory assumes many small buyers. To the 
knowledge of the author, only the six named situations have been 
made the subject of theories; economic “technique” has not yet been 
applied to the other nineteen. It is only reasonable to assume that 
there are twenty-five different situations, possible in practice and sig- 

Cf. my article, “Limited Competition,” Economic Record (Melbourne), December, 
1934 . 
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riificant in their differences. On the selling side four different situa- 
lions have been shown to be significant by the theories developed to ex- 
plore their implications. No theory has yet been published for the 
combination which might be described as “partial oligopoly” in 
which the selling side of the market consists of several large sellers and 
one or more small sellers, but there is every reason to regard this situa- 
tion as distinct from the others. On the buying side, published theories 
still distinguish between only monopsony and competition — one buyer 
and many — ^but one may expect that the peculiarities of intermediate 
cases on the selling side will have their counterparts on the buying 
side. This is a case in which the desire for symmetry indicates an 
avenue in which theory might be developed. But there is no conflict 
with reality, for nobody can deny that these buying situations may 
well exist. We may, therefore, make our .scheme .symmetrical, though 
it does not follow that the theories should be developed symmetrically, 
Already we have theories for No. 1 and No. 25, which are symmetri- 
cal situations, and for No. 5 and No. 21 . But it does not follow that, 
because we have a theory for No. 10, the next step should be to con- 
struct a theory for No. 22; there may well be more urgent work to do. 

It is possible that out scheme should embrace more than twenty-five 
market situations; but present theory suggests no oiIkt distinction in 
terms of number and size as being likely to yield signifk'atU results. A 
purely empirical classification might work with a larger number of 
hard and fast statistical groups, but economic theory suggests that 
such a scheme would be less significant than that presented here. If 
cases are encountered in practice which indicate that on<' of our divi- 
sions should be subdivided, the number of situations must lx; enlarged 
accordingly. As it is, on the basis of thcor<*tical analysis, we have 
grouped both oligopoly and duopoly under No. 15. If these two were 
to be distinguished, we should logically extend our sc.henK‘ to include 
thirty-six situations, instead of twenty-live. 

When the possibility of discrimination is taken into account, how- 
ever, the number of situations is increased to eighty-one. All but 
Nos. 1-5 provide scope for discrimination by buyc'rs as between dif- 
ferent sellers, giving twenty situations, if th(‘re is no discrimination on 
the selling side of the market. Similarly, with no di.scrimination on the 
buying side of the market, there can be twenty situations with discrimi- 
nation by sellers as between different buyers. Finally, eliminating the 
nine situations which include only one party on one or the other side 
of the market, we have sixteen situations in whicli discrimination is 



THEORETIC BLIGHT 


63 


possible on both sides of the market. This makes fifty-six situations in 
all to be added to the twenty-five already distinguished in the absence 
of discrimination. Only three out of these fifty-six situations have been 
studied theoretically, discriminating monopoly (discrimination on the 
seller’s side of No. 5) and product competition between small firms and 
between large firms (discrimination on the buyer’s side of Nos. 15 and 
25). 

It is not suggested that all these market situations should be made 
the subject of theories in the near future. Even if, for the sake of com- 
pleteness, they should all be examined, the question remains as to 
which should receive attention first. According to the views of Mrs. 
Robinson, quoted above, the optimistic economist would tackle all 
those that responded to his existing technique and hope to devise new 
methods to deal with the others later on. The other method of attack, 
advocated here, is to decide which situations are most frequent in the 
real world and do one’s best on them with existing technique. This 
will reveal the limitations of our technique. The next step is to build 
new techniques to handle the intractable cases. Such a problem has 
already arisen with regard to situation No. 1, bilateral monopoly. 
Surely economic technique will develop more rapidly and more use- 
fully if we do not confine it to the problems in which existing methods 
work most readily ! It is true that progress in the understanding of one 
situation may provide the key to the analysis of another situation which 
is of less practical importance. In such a case no economist will be 
able to resist the temptation to follow up the clue. But that is a differ- 
ent matter from concentrating, as a matter of principle, on the cases 
which are amenable to the old methods of analysis.^® Perhaps it is 
necessary to add that frequency of occurrence in the real world is not 
necessarily the best test of the practical urgency of studying a particu- 
lar market situation. But it is a better guide than the tractability of the 
assumptions. 

A very different attitude to that advocated here is adopted by Pro- 
fessor Hicks in his recent work: 

It has tq be recognised that a general abandonment of the assumption of perfect 
competition, a universal adoption of the assumption of monopoly, must have very de- 

In this connection Dr. R. Trifiin’s Monopolistic Competiiion and General Equilibrium The- 
ory (Cambridge, Mass., 1940) is of particular interest, as it reduces the number of situations 
on each side of the market to five, even when discrimination is present. Some of the situa- 
tions which we have distinguished in terms of numbers may be brought under a single cate- 
gory, if analyzed in terms of the degree of external interdependence of the firms. The classi- 
fication adopted in the text, however, is less remote from the traditional Anglo-American 
approach to monopoly and competition. 
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structive consequences for economic theory. Under monopoly the stability conditions 
become indeterminate; and the basis on which economic laws can be constructed is 

therefore shorn away The situation which emerges may be illustrated from the 

case of a rise in demand for a monopolist’s product. A rise in demand for a product 
may raise its price or lower it. It is not even certain that output will rise; if the demand 
as it increases becomes less elastic, output may fall. It is, I believe, only possible to 
save something from this wreck — and it must be remembered that the threatened 
wreckage is the greater part of economic theory — if we can assume that the markets 
confronting most of the firms with which we shall be dealing do not differ very greatly 

from f)erfectly competitive markets We mu.st be aware, however, that we are 

taking a dangerous step, and probably limiting to a .serious extent the problems with 
which our subsequent analysis will be fitted to deal. Personally, however, I doubt if 
most of the problems we shall have to exclude for this reason arc capable of much use- 
ful analysis by the methods of economic theory,*^ 

But this question can be settled only by making the attempt. 

THE THEORY OF FLUCTUATIONS NO r IMMUNE 

Theoretic blight has been very prominent in the field of cyclical 
fluctuations. The classical writers do not appear to have arrived at the 
concept of more or less periodic variations in j)rocluction, employment, 
and trade; but they did discuss the problem of the glutted market, 
which is a phenomenon of one pha.se of the: cycle. Sismondi and Mai- 
thus set out to construct a theory to explain how gcrumal overproduc- 
tion, relative to consumption, comes about. James Mill, Say, and 
Ricardo proved to their sati.sfaction that th(*re was no such thing as 
general overproduction, but only partial overproduction, due to 
errors of judgment by busine.ssmen, which would be swiftly rectified, 
Ricardo wrote: 

M. Say has most sati-sfactorily shown that there i.s t»o atnoutu of capital which may 
not be employed in a country, because demand is only linuird by prtxluction. No 
man produces but with a view to consume or sell By pnKlucing, then, he neces- 

sarily becomes either the consumer of his own gowls, <}r the {)vircha.ser and consumer 
of the goods of .some other penson. It is not to he .supjxwed that he should, for any 
length of time, be ill-informed of the commtxlities which he can mo.st advantageously 
produce, to attain the objective which he has in view, namely, the pos-session of other 
goods, and, therefore, it is not probable that he will continually prrKluce a commodity 
for which there is no demand.** 

As Dr. Lutz .say.s, this is ‘‘an a.stonishing example of lhr‘ strtuigth which 
systematic and theoretical thought had with these classical economists; 

*’ J. R. Hicks, Value and Capital (Oxford, 1939), pp. B4- H.S. It .should \>c added that this 
pessimism is not characteristic of the work as a whole. 

I). Ricard<;), Works, cd. McCJulUKrh (London, 1B40), p. 174. 
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it overcame even their eyesight.”^® Say, in his later writings, wriggled 
out of his untenable position by defining “production” as “produce 
which is demanded”; but the theoretic blight affected English writers 
throughout the nineteenth century. Say’s “Law of Markets” cropped 
up again in the discussion of wage reductions about 1930. To some 
economists the contention that wage reductions might diminish the 
demand for goods and services seemed patently absurd, since produc- 
tion is the source of demand; wage cuts by leading to increased em- 
ployment would increase production and hence demand.^® 

In the works of modern writers the problem of glutted markets has 
become linked with the decline in investment or the downturn of em- 
ployment. The theories may be grouped under three heads: (a) the 
impossibility of a glut, (b) the possibility of a glut, and (c) the inevita- 
bility of a glut. It is possible to construct a logical, consistent theory of 
each type, by selecting appropriate assumptions. Say’s Law of Mar- 
kets is an example of the first type and Marx’s theory of crises of the 
third type. There are many theories of the second type. The distinc- 
tion between (b) and (r) is that the former makes the glut contingent 
upon certain conditions not included or implied by the set of assump- 
tions and indicates what those conditions are. If they are added to the 
assumptions, the glut becomes inevitable, and we have a theory of the 
third type. Theoretical discussion of cyclical fluctuations consists 
largely of the exposure of logical flaws in proposed explanations. 
Where the flaw is not the inclusion of contradictory assumptions, but 
an inconsistency between the assumptions and the conclusions, the 
theory can be reconstructed by modifying the assumptions, as well as 
by asserting a new conclusion. Ricardo himself acknowledged that 
“if every man were to forego the use of luxuries, and be intent only on 
accumulation, a quantity of necessaries might be produced for which 
there could not be any immediate consumption. But he thought 
this unlikely, particularly in England. 

The multiplication of theories, which makes some economists sensi- 
tive and certainly does not improve the popular reputation of eco- 
nomics, is due largely to the wide range of conditions revealed by em- 
pirical studies. Theoretic blight is evident when economists seek to 
construct theories with the least possible room for irrational factors 

F, Lutz, Das Konjunkiurproblem in der National okonomie (Jena, 1932), p. 23. 

See my Australia in the World Depression (London, 1933), chap, vi, for a discussion of 
this argument. 

*1 Op. cit., p. 176. 
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and frictions, irrespective of the prominence of these elements in the 
real world. Concrete conditions rather than the desire to display 
theoretical virtuosity should determine the direction in which the the- 
ory of fluctuations is developed. 

From this viewpoint Mr- Harrod’s brilliant essay is open to criti- 
cism, for it shows some traces of theoretic blight. Writing of his the- 
ory, he claims “on its behalf that a larger number of the special phe- 
nomena of the trade cycle are accounted for as the necessary conse- 
quences of its central propositions than are accounted for by any other 
theory. One of the central propositions is that “Crusoe is alive to 
what he is doing and acting with deliberation and knowledge. ' It is as- 
sumed in these pages that he acts in his own best interest. The fact 
that it is possible on this assumption and with a careful .selection of 
other assumptions to produce a theory of fluctuation does not provide 
any evidence regarding the relative importance of businessmen’s 
errors and other factors in the causation of particular fluctuations in 
the real world. It is true that Mr. Harrod introduces p.sychological 
factors as possible reinforcing forces at some points of his theory and 
that he records his opinion as to the facts: “'I’o suppose that in the 
short period decisions how much current output to produce there is 
systematic error in one direction enduring throughout the whole phase 
of the boom or the whole pha.se of the slump l>y all or most entre- 
preneurs seems to me altogether far fetched. Yet one cannot but be 
impressed by Mr. Harrod’s desire to .show that tlK": p.sychological fac- 
tors are not necessary to the theoretic .scheme. 'I'hu.s, in commenting 
on Mr. Keynes’s General Theory^ he writes: 

In the recent volume the marginal analy.si.s ha.s come into its own again. This is a 
great improvement. There i.s no longer any reason to suppose .... that the entre- 
preneurs misjudge their proper counsc of action throughotu the bcxiin and slump.“‘ 

Or again, in discussing the growth of profits during the boom, he 
writes : 

The burden of the argument in this section ha.H been that the .‘ihifi to and from profit 
is connected with very deeply rooted condition-s in our econoniic .sy.stcm. It is too 
often treated in a superficial way as due to some temporary lag or some careless mis- 
demeanour. The hr^r'k'' S'-hav'- ir'r'r'inerlv whl- re-a-d to credit; the wage-earners 
fail to press for a : ■. ■' .. I .i ■.• . with the relation of average 

to marginal costs of production and with the behaviour of ela.sticity of demand, mat- 
ters not easily tampered with.*® 


■’2 R. F. Harrod, The Irade (lyclr (C)xlord, 1036), p. vtt. 
p. 2. ^•'Ifnd., p. 71. 

Ibid., p. 76. //;»>/., p. 87. 
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But these are questions of fact. Although Mr. Harrod may show that 
on certain assumptions the rise in prices and in profit in the boom 
would result from well-informed reasoned behavior, this logical con- 
nection does not prove that they can arise in only this way or that 
erratic behavior does not play an important role in the fluctuations of 
the real world. Mr. Harrod argues, in effect, that, but for his theo- 
retical construction (that is, but for his choice of assumptions and 
analysis of them), economists would be forced to attribute more weight 
to ‘‘temporary lags” and “careless misdemeanours.” Three years later, 
following the Oxford economists’ direct questioning of a group of 
businessmen, Mr. Harrod wrote: “It has been impossible not to be 
struck by the devastating completeness of entrepreneurs’ uncertainty 
about matters usually assumed to be known in the text-books. To 
construct a theory which makes no use of this fact may be an intel- 
lectual tour de force; but it does not promise a correct interpretation of 
the march of events. 

The multiplicity of theories of fluctuations need not be a subject for 
shame among economists. If in the real world the course of successive 
waves is influenced by different factors in varying degree, so that the 
turning-point of prosperity to recession, for instance, is caused in one 
way in one historical instance and in another way in the next historical 
instance, then any theory which deduces a pattern of fluctuation from 
a few assumptions must be inadequate. If there is no regular pattern 
in the real world, but only a series of episodes in which the dominant 
role is played by a different actor on each occasion, or, at least, if the 
changes in cast follow no recurring pattern, the most useful type of the- 
ory is the eclectic or pluralistic one. But not that sort of eclectic theory ' 
in which all the possible causes of fluctuations are represented as oper- 
ating in the appropriate phase throughout each historical cycle, for 
this would not describe reality. What is needed is a theory explaining 
the various mechanisms by which an impulse to expansion or con- 
traction of activity can be initiated or propagated; also the mecha- 
nisms by which such a movement may be accelerated or checked. 
There are already at hand theoretical models of what may be called 
“self-reversing mechanisms,” which exhibit precise relationships of 
the type indicated by the generalization that boom conditions sow the 
seed for a subsequent depression. The theory would also distinguish 
the conditions essential to the maintenance of economic activity at a 
high level and set out the rates of capital expansion (if any) which can 

^ Oxford Economic Papers, No. 2, May, 1939, p. 5. 
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be maintained without setting up forces which inevitably interrupt ex- 
pansion. Mr. Harrod’s essay has undoubtedly added much to our 
understanding of such mechanisms, as have other constructions of 
theories of the trade cycle. But the very conception of “the trade 
cycle” may be wide of the mark. The type of theory suggested here, 
which details the various possible mechanisms, would conceive the 
whole problem somewhat as Mr. Kaldor has represented the boom; 
“like a peculiar steeplechase where the horse is bound to fall at one 
of four obstacles. If it survives the first, it might he checked on the 
second, the third or the fourth. It is probably a rare horse which sur- 
vives until the last hurdle.”-’’ But there are probably more than four 
mechanisms to be considered as obstacles to steady economic develop- 
ment. 

Such a classificatory theory has greater diagnostic value than a 
nicely rounded explanation of the cycle. If we know a number of dif- 
ferent conditions which may in theory produce or affect fluctuations, 
we know what to look for in any concret(‘ instance. The practical 
problem is, of course, extremely difficult. Tht‘ nu‘chanisms depicted 
by two theories may work against each otlu'r instead of in the same 
direction. For instance, it is conceivable that the Hobson effect (an 
increased flow of consumers’ goods due to “ov<*rinvestment”) may 
offset the Hayek effect (an incrca.sed dturiand for consumcTs’ goods due 
to “overconsumption”), .so that their joint n‘sult is to prolong the 
boom while their separate effects would b<* to end it. And sometimes 
the only available facts may appear to be equally consistent with dif- 
ferent theoretical mechanisms. Bui these flijficulties eannot be solved by 
taking as our guide the tidiness of theory instead oj the factual evidence. If there 

is, in fact, a regular fundamental pattern of fhu tuation in the real 
world, lurking beneath the .superficial variafjility of historical fluctua- 
tions, the pluralistic form of the theory will not prevent us from finding 

it. Even if we have not yet in our apparatus a conceptual model of the 
fundamental mechanisms, the continuous rh(‘cking of all our models 
against the observed facts is more likely to .suggc'st tlu* true theory than 
premature allegiance to a theory which is comph-te in itself but omits 
certain common facts of experience. 'Thus the pluralistic type of the- 
ory of the mechanisms of fluctuation will h<‘ superior as a guide to con- 
crete truth, not only in the event that succ<‘.ssive fluctuations are dis- 

** N. Kaldor, “Stability and Full Employnuent,” luommtc Jmtrrml, I)<-(*rmlKrr, 1938, p. 
657. The same author has since presented m with an inf;eiii(>u.s jiiwdt-l of a cycle 

but does not claim that its logical simplicity renders it more if-.diMi< less lidy com- 

petitors (sec “A Model of the Trade Cycle," liennomu Jaurnut, March, 1940). 
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Crete episodes, some of which have certain factors in common, but also, 
if, as seems less likely, these fluctuations are due to a single cause or 
group of causes. One reason is Aat the pluralistic theory is less sub- 
ject to theoretic blight. 

Theories of the various particular mechanisms of fluctuations are 
not, however, free from this disease. Sometimes they carry over from 
value theory concepts which already owe their popularity to the ease 
with which they fit into existing theory rather than their correspond- 
ence with the real world. In other cases concepts which would not be 
unrealistic under stable conditions are used in the analysis of insta- 
bility, without consideration of the possibility that they may not be 
applicable to unstable conditions. 

THE CONCEPT OF NORMAL PROFIT 

As an example of the former, we may take the concept of normal 
profit, which figures prominently in both the theory of competitive 
equilibrium and the theory of fluctuations. According to Mrs. Robin- 
son: 

Normal profit is that level of profit at which there is no tendency for new firms to 
enter the trade, or for old firms to disappear out of it. Abnormally high profits earned 
by firms nre refmrded ns irdvirir." new firm.c to becrin no produce the commod- 

ii\..!t.(i •! Ml. I.>A ,)!<,iiis ir;:(!:i!!> lo < (‘'«-;mIom of news inv(Mii!r!it,arere- 

g.!r<;< vi . 1 ' l(Md:.n! lo c i dsrt ii; il «• i iiii-lier ol lii iii'< in ilic iM(!;l^ll \ . Such an 
account of the matter is somewhat artificial, in so far as the expansion of an industry is 
concerned. An increase in the demand for a commodity attracts new entrepreneurs to 
the industry directly, by opening up some new possibility of profitable investment, 
rather than indirectly, by making their mouths water at the sight of the high profits of 
the existing 'firms. The abnormal profits are a symptom rather than a cause of the 
situation in which new firms will find it profitable to enter the trade. But the artifitial 
device of regarding the abnormal profits as a causal factor is of great assistance in sim- 
plifying the formal argument, and provided that its artificiality is recognised, it seems 
permissible to make use of it.^* 

Here again, observation of the real world suggests that theory is on 
the wrong track, but the theorist considers it permissible to continue, 
provided we realize that the theory is unrealistic. Why continue? Be- 
cause on this artificial assumption the formal argument can be simpli- 
fied. Even then we have to exclude from profits the additional receipts 
which are attributable to the superior skill or luck of the individual en- 
trepreneur; otherwise the great variety in profits within an industry 
would not easily fit into the notion that profits are normal in equilib- 
rium and that abnormal profits attract new firms into the industry. 

Joan Robinson, Economics of Imperfect Competition (London, 1933), p. 93. 



70 


FROM ECONOMIC THEORY TO POLICY 


But is it not the big prizes, due perhaps to the possession of exceptional 
ability, which attract firms into an industry rather than the general 
level of profit, after allowing for the “rent of entrepreneurship,’’ as 
Mrs. Robinson calls it? Writing of the profits of enterprise in the sense 
of innovation, Professor Monroe suggests that 

what successful enterprises obtain as a result of their activities is as varying a quantity 
as the quality of the plans they devise and apply. It does not settle at any level, even 
as an average, and ".re! o*her v hr-' — : h ^ 

by their numbers. 'I r ; i • ‘ r. ■! . j 

own hopes and his own taste for the sort of work. It is impossible to speak of any level- 
ling tendency. Everything depends upon the elements of the particular situation. 
The profits of enterprise are conjunctural.'’*® 

This point has wider application than Professor Monroe gives to it, 
even if his statement of it seems rather extreme. Product competition 
as distinct from price competition, proceeds by innovation, if not in 
the exploitation of new commodities, at least in the differentiation of 
existing ones. Only in pure competition, under static conditions, is it 
possible to draw a line between the “rent of entrepreneurship” and 
profit. In most industries in the real world, where competition is 
“imperfect” or “monopolistic,” the di.stinction i.s untenable. Accord- 
ingly, “normal profit” cannot play the role a.scribcd to it by Mrs. 
Robinson. This conclusion will not be easily aet'epted by tho.se who 
see in it only the wreck of much of existing et'onornic theory. 

The concept of normal profit was a {prominent feature in Mr, 
Keynes’s 1930 theory of the trade cycle, but und(‘r tlic name of “the 
normal remuneration of entrepren<rurs,” the word “j)rofit” being re- 
tained for their abnormal earnings. Mr. Keyne.s defined “the normal 
rerfiuneration of entrepreneurs at any time as that rat(‘ of remunera- 
tion which, if they were open to make new V>argains with all the fac- 
tors of production at the currently prevailing i*ates cd' earnings, would 
leave them under no motive either to inerea.st* or d<*('rease their scale 
of operations. Comequcntly, when firms make “profits” they have 
an incentive to increase output. 

This concept of normal profit is not identical with that u.scd by Mrs. 
Robinson, since she treats normal profit as a fixed sum for each entre- 
preneur. Presumably Mr. Keynes would regard it as increasing with 
the output of each firm. Otherwise aggregate <mi|)loym(‘ru would only 
expand by workers’ or rentier.s’ becoming employers. But the point to 
which attention mu.st be drawn Is that any ('hange in the entrepre- 

A. E. Monro<*, Value and Income (Oainbridgr, Mass., 1U31), p. 2S6. 

“J. M. Kvyncs, A 1 realise on Money (Lonflon, 1030), I, J2S, 
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neurs’ views as to just how much would make it worth while to give a 
particular amount of employment alters their “normal remunera- 
tion.” Whenever employment is expanding, entrepreneurs must be 
making abnormal profits, by definition. But we do not know whether 
this is due to a rise in actual profits or to a fall in normal profit. Sim- 
ilarly, if actual profits rise, we cannot be sure that employment will 
increase unless we are assured that normal profit has not risen also. 
There is no way of establishing independently the level of normal 
profit; all we know is that, if employment is going to be steady, then 
actual profit is normal profit. Thus the theory is based on a concept 
chosen, not with a view to facilitating the task of checking the ap- 
plicability of the assumptions to a concrete case but with a view to 
constructing a theoretical model. Indeed, it is impossible to check the 
assumption of normal profit, because it is by definition simply a figure 
above, below, or equal to actual profits, according to whether output 
is about to rise, fall, or remain constant. 

In the 1936 version of his theory Mr. Keynes abandoned the con- 
cept of normal profit, feeling that it was “not sufficiently defined [in 
1930] if we allow for the possibility of changes in the scale of output” 
and that the exclusion of abnormal profits from income involved a 
peculiar definition of saving. However, the same tendency to build 
a theory on concepts which fit in with existing theoretical schemes but 
which cannot possibly be checked against concrete facts was again 
evident. Mr. Keynes asked us to conceive of an “aggregate supply 
price” schedule, showing for any level of employment “the expecta- 
tion of proceeds [from the sale of the output] which just make it 
worth the while of the entrepreneurs to give that employment.” We 
must also imagine an “aggregate demand” schedule showing the pro- 
ceeds expected from the sale of the output resulting from the employ- 
ment of various numbers of men. Then, if at a given level of employ- 
ment “the expected proceeds are greater than the aggregate supply 
price, there will be an incentive to entrepreneurs to increase employ- 
ment, and, if necessary, to raise costs by competing with one another 
for the factors of production” up to that level of employment at which 
the expected proceeds are equal to the aggregate supply price.®® From 
this it would seem that, if Mr. Keynes is not to work with the concept 
of normal profit, he must have, instead, a supply curve and a demand 

J. M. Keynes, The General Theory of Employment, Money and Interest (London, 1936), p. 

61. 

« Ibid., p. 25. 
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curve, intersecting at the point of equilibrium. But in practice the 
points on his supply-price curve are as elusive as his earlier concept of 
a normal profit. We can determine whether the expected proceeds 
are above, below, or equal to the aggregate supply price only by de- 
ciding whether employment is about to increase, decrease, or remain 
constant. 

Mr. Keynes’s important practical conclusions could be reached 
without this laborious shadow sparring. In the library of the Austral- 
ian Parliament at Canberra there is a copy of the General Theory. The 
first three hundred pages, in which the theory is worked out, are of 
virgin whiteness; the last eighty pages, with the practical applications, 
are well thumbed and heavily scored. Parliamentarians could not fol- 
low the supply and demand functions; yet they know that, if business- 
men find they are selling more goods, this leads to an attempt to give 
more employment. Mr. Keynes’s discussion of fluctuations in invest- 
ment would have the same bearing upon practical policy if he aban- 
doned his concept of an aggregate supply function and concentrated 
upon a more realistic model of business behavior,^’ 

THEORY OF WAGE REDUCTIONS 

We may now consider an example of theoretic blight arising from 
the attempt to apply, to the analysis of fluctuations, concepts which 
are consistent only with stable conditions. One of the most conten- 
tious points in the theory of fluctuations is the effects of general wage 
reductions in a period of depre.ssion. Professor Pigou’s treatment of 
the question in his Theory oj Unemployment is mai’rcd by his persistence 
with a theoretical analysis whose assumptions are obviously false in at 
least the early stages of depression, 'The traditional view has been that 
“the demand for labour is elastic” in depression as in prosperity; conse- 
quently, a general reduction in wages was supposed to cause an ex- 
pansion of employment and to check the depression. T he principal op- 
position to this view is based on the observation tliat wages are a 
source of demand; it is therefore argued by some that general wage 
reductions arc neutral, reducing purchasing-power by as much as they 
reduce costs, and by others that wage reductions make the depression 
worse, reducing purchasing-power by more than th<"y reduce costs, 
Professor Pigou docs not bother about the more extreme view but 

** It is remarkable that so original a brain should be bound by the form of the theoretical 
schemes on which it was trained, even when challenging their practical conclusions. Pre- 
occupation with the problem of building a theory in terms of the traditional concepts would 
seriously limit the performance of most men in the creation of new conceptual schemes, 
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agrees that the more moderate view, ‘‘in spite of its paradoxical ap- 
pearance, deserves investigation.”®® His “investigation” amounts to a 
proof that a fall in money wage rates involves some fall in “real wage- 
rates” on the assumption that nothing has happened to nonwage- 
earners’ incomes. Accordingly, he concludes that “the system [since 
the wage reduction] is not in equilibrium. Additional labour must 
be employed.” This appeal to equilibrium is based on Professor Pi- 
gou’s earlier indorsement of the marginal-productivity theory of 
wages and employment; “The quantity of labour demanded at any 
given rate of real wage is such that the value in terms of wage goods 
of its marginal net product .... approximates to that rate of wage.” 
This is the position-in equilibrium. If the real wage is higher than the 
marginal net product of labor, equilibrium at that wage can be re- 
stored only by a. reduction of employment; if the real wage is reduced to 
below the marginal net product, equilibrium can be restored only by an 
expansion of employment. And the desire for profit drives the employer 
toward the equilibrium position at which profit is maximized. 

Nowhere, to the writer’s knowledge, has Professor Pigou detailed 
the assumptions on which this marginal-productivity theory rests. 
But Professor Paul Douglas, who has even measured marginal pro- 
ductivity and calculated from it the elasticity of demand for labor, 
gives a list in his book Controlling Depressions. Assumption No. 1 is that 
“management knows how much the last workers add.”®® For Professor 
Pigou’s version the employer must know “the value of the marginal 
net product in terms of wage goods”; that is, not merely the physical 
marginal product, but its value. Perhaps no employer thinks in terms 
of marginal net products, but he behaves as if he did, provided that he 
balances changes in total costs against changes in expected receipts, 
when deciding whether to employ more labor or not. In other words, 
the first assumption of the marginal-productivity theory is that the 
employer can estimate the variations in total costs and total receipts 
which will accompany changes in employment. Without- this he does 
not know whether or not he can increase his profit by taking on addi- 
tional employees. In short, the marginal-productivity approach seems 
inappropriate to conditions in which the employer does not know the 
demand, curve for his product. 

In discussing Australian wage policy in the depression, the writer 
considered it more appropriate to work on the assumption that “out- 

® A. C. Pigou, The Theory oj Unemployment (London, 1933), p. 101. 

(London, 1935), p. 224. 
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put and employment vary as sales or orders vary, but not in anticipa- 
tion of increased sales. This assumption is much more consistent 
with Professor Pigou’s own comments on the conditions of the real 
world in depression than is the essential assumption of his marginal, 
productivity theory. “The great complexity of modern economic 
structure,” he writes in another connection, “makes it extremely difR. 
cult for any dealer to estimate correctly cither the total final buyers* de- 
mand for any product a little while ahead, or the extent of the prepara- 
tions that other dealers are making to meet it.”'‘“ Until recently the 
writer was sufficiently under the spell of theory himself to incline to the 
view that the marginal-productivity theory is a useful approach to the 
problem of wages and employment in a period of stability. Yet the 
Oxford economists’ examination of businessmen suggests that even this 
was a case of theoretic blight. 

Our questions revealed that the great majority of cntrcpreneur.s were in profound 
ignorance with regard to the elasticity of demand for their product. Time and again 
with regard to this magnitude of cardinal importance, which economists arc apt to as- 
sume to be known as a matter of course, we found that the entrepreneur was often 
unable to make any conjecture at all. And our .s;imi)le erred, if at all, by being biassed 
in favour of well organised and efficiently conducted bu.sinc.s.scs.®'' 

If this be true, it involves the “wreck,” not only of a portion of Professor 
Pigou’s theory of unemployment, but also of much of the accepted the- 
ory of value and distribution, or, at least, the recognition that the the- 
ory is not a very useful technique for the discovery of concrete truth/” 

CONCLUSIONS 

These examples demonstrate that theoretic l>light is encountered 
in the economics of exchange and fluctuations alike and that it is deep 
rooted, as well as widespread. Further trac<‘S of the diK<‘ase will be dis- 
cerned when we come to consider the psychological assumptions of eco- 
nomics. It would seem, therefore^, that a not inconsiderable portion of 
economic theory is unsuited to the function which it is expected to per- 
form in the study of practical problems, namely, tht' classification and 

S’’ Australia in the World Depression, p. 175. For a detaiird discussion of this problem, see 
my article “Wages Policy and Bu.sinc.ss (:v<l<‘s,‘’ Inter twhunal Lithmtr lieirew, December, 

1938. 

38 jfig Theory of Unemployment, p, 120. 

R. F. Harrod, “Price and Cost in KntreprenrtuV Poli<‘y,” Oxford Httmtmne Papers, May, 

1939, p. 4. 

The di.scussion of wage.s policy ha.s progic^st-d a good dr.U f.u thei th.in the arguments 
diijcussed here, and Profe.ssor Pigouts own position ha.s hern miuiifiril as a icsuh of the de- 
bate. 
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arrangement of observable facts into a significant scheme. The con- 
ceptual schemes are there, but many of them are little more useful, in 
the analysis of a concrete situation, than the crude, half-formed the- 
ories of the “practical man.” 

What are the implications of this for policy formulation and for the 
future development of economic science? In the first place an econo- 
mist dare not base practical advice on theoretical models of cause and 
effect which he knows to be flagrantly unrealistic. It is essential, 
therefore, that he should recognize theoretic blight whenever it is pres- 
ent in the constructions which economic theory offers for the interpre- 
tation of events. While a wide knowledge of concrete fact reduces the 
danger that unrealistic theories will be taken as a guide to practice, it 
is probable that a clear understanding of the nature and causes of the- 
oretic blight will help restrict the ravages of the disease. From this 
viewpoint the destructive criticisms contained in this chapter may 
serve a constructive purpose. 

The second implication of the prevalence of theoretic blight is the 
opening of a wide field of future work for the economic theorist in the 
construction of models which are free from the disease or, at least, are 
less remote from known facts than those criticized above. It would be 
wrong to suppose that the distressing frequency of theoretic blight con- 
stitutes a case for the rejection of economic theory as a guide to policy 
or a field for research. Any impression of hostility toward economic 
theory which might arise from the juxtaposition of so many destruc- 
tive criticisms should be corrected by the previous insistence upon 
the value of the analytic approach and by the optimistic essays in the 
formulation of new theoretical schemes in later chapters. Economic 
policy requires not less, but better, theory. 

Apart from the extensions of economic theory which will later be 
proposed, there is need for a systematic overhaul of the existing body 
of theory. Where the asssumptions are found to be unrealistic, the 
problems must be worked out again with assumptions that promise 
better service in the analysis of concrete situations. The resulting the- 
ories will be less tidy than the constructions at present in favor; and 
in many cases the chain of argument will not be capable of great 
elaboration in general terms, without dissolving into a classification of 
the various possible things that may happen under certain conditions. 

« Several academic colleagues consider my treatment of theoretic blight too harsh; 
perhaps the disposition to chastise others for one’s own secret faults is partly responsible for 
my unwillingness to bate a jot. 
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But this will be a greater aid to the interpretation and prediction of 
events than a pretty theoretical model based on patently false assump. 
tions. If the theories are untidy, so is the real world. If, on certain 
limited assumptions, the solution of the theoretical problem is inde- 
terminate, so, too, the outcome of a particular set of conditions in the 
real world will be one thing or the other, according to the action of 
other factors which we are, as yet, unable to take into account. Any 
theoretical problem can be made determinate, if we introduce suffi. 
cient appropriate assumptions; but it will often be impossible to supply 
the necessary realistic assumptions in the form of generalizations; in- 
stead, we must be content with the facts in a particular concrete in- 
stance. It is more useful to have a theory which, though indeterminate 
in itself, gives some hint as to what particular event.s the final result 
may turn on than a theory which, by the premature adoption of un- 
realistic generalizations, establishes a determinate solution for an 
imaginary problem. If the uniqueness of concrete situations permits 
but a limited degree of generalization, it is better that our theory 
should reveal the scope for variation. 

It is not- enough to lament the “unnatural divorce between theory 
and fact””*'-^ or to plead for reconciliation. A happy remarriage would 
not be possible if “mutual incompatibility” were the true .source of 
trouble. But it was theory who deserted fact, and not even his mental 
cruelty justified this. Admittedly, fact is difficult to live with being 
capricious and disorderly; but theory promised to honor and obey, 
Even if she only married the brute to reform hitig she must adapt her- 
self to his changing raood.s. 

This systematic revision of existing economic theory is not attempted 
here. It is over a hundred years since Malthus set <ait “to prepare the 
general rules of political economy fem practical aj^plication,”^* and 
some time will be required and the woi'k of many nfinds before it will 
be possible to write a general treati.s<‘ that is fret' from theoretic blight, 
Those who feel that thi.s task should take pret;edenc<‘ over the explora- 
tion of the new territory surveyed in the following rhapt<'rs will have 
plenty to occupy their attention. But, if w<' t-onfined our attention to 
the.se familiar problems, the gulf betwe<*n theory and policy would 
still be di.stre.ssingly wide. 

** E. F. M. Durbin, “Methods of Research a lUca for tio-</prr;iition in tlic Social Sei- 
cncc.s,” Ecmamic Journal, }unc, 1938, p. 196. 

r. R. Malthus, Principles oj PolUical IHconomy {London, 1936), p. 21. 



CHAPTER V 

THE PROBLEM OF BEHAVIOR 


W E NOW enter a field which, according to Professor Robbins, is 
“the happy hunting ground of the charlatan and the 
quack’’ or, at best, “of minds averse to the effort of exact 
thought.”^ It is only to be regretted, however, that the specialism of 
modern studies arouses suspicions of any student who claims compe- 
tence in both economics and psychology. Anyone choosing to work in 
the borderland runs the risk of being regarded by economists as a 
psychologist off his beaten path and by psychologists as an economist 
off his beaten path. This chapter makes no attempt to effect a general 
synthesis of the two subjects. Its purpose is to consider whether the 
assumptions which existing economic theory make about the princi- 
ples of human behavior are sufficiently realistic to be of value as a 
guide to practical problems. We are not concerned with the ques- 
tion as to whether, economic theory should be modified in the light 
of new “fashions” in psychology,^ even though so reputable an eco- 
nomic theorist as Professor J. M. Clark has recorded his view that 
“the only way in which the economist can keep his studies from dupli- 
cating the psychologist’s work is by taking his psychology from those 
who have specialised in this field.”^ More important for our pur- 
pose is the suggestion, which might come from any observing indi- 
vidual as well as from a student of psychological textbooks, that eco- 
nomics ignores the complexity and irrationality of human nature and 
that the economist’s map of the world is unnecessarily misleading. 

CONVENTIONAL ECONOMIC PSYCHOLOGY 

Our first task is to determine just what assumptions the economist 
does make about human nature or, more exactly, what psychological 
assumptions are implicit in modern economic theory. Reference has 

^ L. Robbins, Essays on the Nature and Significance of Economic Science (1st ed.; London, 
1932), p. 83. The reference to “the charlatan and the quack” was toned down to “minds 
averse to the effort of exact thought” in the second edition (p. 83), no doubt as part oi the 
author’s attempt “to eliminate certain manifestations of high spirits no longer in harmony 
with present moods” (Preface to 2d cd.). 

® It is this, in particular, that Professor Robbins deprecates (ibid., p. 84). 

3 J. M. Clark, Preface to Social Economics (New York, 1936), p. 95. 
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already been made to Pantaleoni’s statement that every economic the- 
ory involves as its major or minor premise “‘the hedonistic hypothe- 
sis.”-* This was the utilitarian theory of human motivation, according 
to which man seeks pleasure and strives to avoid pain, it being his 
constant endeavor to maximize his pleasure and to minimize his pain, 
Modern economists attempt to show that economic: theory has now 
liberated itself from utilitarianism and that its psychological assump- 
tions can be couched in such general U'rrns as to remder it impervious 
to any further changes which may take place in psychology. “The 
hedonistic trimmings of the works of Jevc^ns and his followers were in- 
cidental to the main structure of a theemy which as the parallel de- 
velopment in Vienna showed — is capable; of being sc*t out and defend- 
ed in absolutely non-hcdonistic terms.”-’ Wer sluill rc'turn to Professor 
Robbins’ conception of the very simple psychological foundations of 
economic theory later. 

For the dominant viewpoint in i;i,nglish eeonomic-s cjn this matter it 
is still safe to go to Mar.shall: 

Everyone who is worth anything carries his liigher nautre with him into business, 
and, there as elsewhere, he is influenced by his personal alfVetiiJns, by his conceptions 

of duty and his reverence for high ideals But for all that, the steadiest motive i;; 

ordinary business work is the desire for the pay whi<-h is the material rewai'cl of work, 
The pay may be on its way to be spent selfishly or unselfishly, foi- noble or base ends, 
and here the variety of human nature comes into play. But (he motive is supplied bya 
definite amount of money: and it is this definite and exa<-i numry nteasurement of the 
steadiest motives in business life, which has enabled economics far to outrun every 
other branch of the study of man.® 

Marshall strcs.scs at length the other motives but claiin.s that they do 
not lend themselves to measurement ihrtjugh thtnr <dlec'ts in the same 
way as does the search for wealth. 'I'his implies that tlie <‘conomist*s 
scheme, based on the asstimption that men seek their own finandal 
advantage (corrected for othe^r nonfinancial l)ut .still self-inttTCSted ad- 
vantages) abstracts from other motives; and, in applying the econo- 
mist’s scheme to a particular concrete problc-m, special attention 
should be paid to the need for modifying its conclusions in the light of 
any information about other rntnives in the particular case. This is 
the use made of the psychological assumption of self-int<*resl. 

But Marshall conceded that the operation of s<*lf-intere.st in the pur- 
suit of wealth may be restricted by custom. is not to be supposed 

'* See above, chap. Hi. 

Rol)l>ins, up. cil.., p. H.S. 

® A. Mai'sluill, Pritu tpir.s ttj Kcunomus (H(h <-d.; l.ondon, p. 
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that we assume every action to be deliberate, and the outcome of cal- 
culation. In ordinary life people do not weigh beforehand the results 
of every action.” Nevertheless, he argues, 

the side of life with which economics is specially concerned is that in which man’s con- 
duct is most deliberate, and in which he most often reckons up the advantages and dis- 
advantages of any particular action before he enters on it. And further it is that side of 
his life in which, when he does follow habit and custom, and proceeds for the moment 
without calculation, the habits and customs themselves are most nearly sure to have 
arisen from a close and careful watching of the advantages of different courses of con- 
duct.^ 

This is the notion of rational self-interest. Marshall’s method again is 
to abstract from impulsiveness and lack of calculation, on the one 
hand, and from custom and inertia, on the other. Only by this process 
of abstraction can he build his theory of supply and demand with its 
principle of substitution: cheaper methods for expensive ones; more 
strongly desired goods for less strongly desired ones. But Marshall was 
careful to qualify his statement of this principle by saying: ‘‘As far as 
the knowledge and business enterprise of the producers reach, they in each case 
choose those factors of production which are best for their purpose.”® 

It will be seen that Marshall assumed the search for monetary gain, 
corrected for estimation of other advantages, as the motive of action 
in the business world and assumed further that this motive was ap- 
plied intelligently and systematically. Without these psychological 
assumptions, his theory must have developed differently, if at all. But 
he attempted to show, by citing common experience, that the assump- 
tions were not chosen merely for their convenience; he claimed that 
they were valid for a wide range of economic behavior. This raises two 
questions. We have to consider not only whether these psychological 
assumptions are even less realistic than Marshall supposed but also 
whether they are selected primarily to fit in with a desired develop- 
ment of theory. If the answer to both questions is in the affirmative, 
some considerable reconstruction of economic theory is called for. 

On these two questions we have a frank avowal by Mrs. Robinson: 

The fundamental assumption on which the present simple technique of analysis is 
based is that each individual person acts in a sensible manner from the point of view 
of his own economic interests. The-striking unreality of this assumption has some- 
times tempted economists to deny that they are making it Now if individuals act 

in an unpredictable manner, as electors are alleged to do, the technique of analysis 
must give way to a purely statistical technique, from which there is nothing to be 
hoped. And if individuals act in a predictable manner, but from a wide range of com- 
plicated motives, the economist must await the verdict of the psychologist on what 

’ Ibid., p. 21. ® Ibid., p. 341; Marshall’s italics. 



80 


FROM ECONOMIC THEORY TO POLICY 


those motives are. Meanwhile the optimistic economists are working out their anal, 
yscs on the simple assumption, and resolutely refusing to despair of evolving in thefu. 
ture a technique which will allow them to assume the existence of whatever other hn. 
man motives have an influence in the economic sphere.® 

The same author also writes of the time “when the technique of eco- 
nomic analysis will be sufficiently advanced to analyse the results of 
neuroses and confused thinking.”^® Whereas Marshall thought that 
“the same bent of mind that led our lawyers to impose English civil law 
on the Hindoos” and “led our economists to work out their theories on 
the tacit assumption that the world was made up of city men,”^i Mrs. 
Robinson argues that this is methodologically correct or perhaps that 
the theories should first be worked out on the supposition that the 
world is made up of university dons. 

SELF-INTEREST OR SCALES OF PREFERENCE? 

In view of such statements as these, it is not surprising that the “im- 
pression has been widespread that a predominantly ‘self-interested’ or 
‘egoistic’ theory of the motivation of economic activities was a logical 
necessity of economic theory.”^- But it is urged by .some economists 
that this “widespread impression” is based on a failure to understand 
the nature of modern economic theory. For instance, Professor Rob- 
bins attempts to show that the notion of economic man, seeking al- 
ways his own rational self-interest, “is only an expository device— a 
first approximation used very cautiously at one stage in the develop- 
ment of arguments which, in their full devedopment, neither employ 
any such assumption nor demand it in any way for a justification of 
their procedure. Professor Knight admits that “even reputable 
economists have, at least until recently, Ix^en carc'h'ss in their use of 
such expres.sions as ‘rational .self-inten'st.’ ‘ But he- argues that eco- 
nomic theory does not rest on an attempted “distinction b(‘twcen jf//'- 
interest and other types of interest.” The distinction is one “of ethical 
import,” and 

if one general methodological position has been stated and hammered home in the 
literature of modern economic theory more consistently an<l per.si.stently than any 

® Joan Robin-son, /economics Is a Srrwus Subject (Cambridge, 1032), p. 10, 

Economics of Imperfect Competition (London, 1933), p. 16. Op. cit., p. 762. 

T. Pansom, “The Motivation of Economic Activitie.’s," Camulinn Journal of Economics ani 
Political Science, May, 1940, p. 189. 

Op. cit., p. 97. 

F. H. Knight, “Profc.ssor Parsom on Economic Motivation,” Canadian Journal of Eco- 
nomics and Political Science, August, 1940, p. 461. 
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other, it would surely be the emphatic pronouncement that the economist has abso- 
lutely nothing to do with ethical (or oAer evaluative) distinctions Economics 

accepts and deals with human preferences “ as they are,” and specifically as they are 
manifested in action, without any implication of condemnation or approval upon 

them [It] deals with the use of resources or means in such a way as to secure to 

the maximum degree permitted by the means available to any economising subject, 
the promotion of whatever interests he may be trying to promote}^ 

This appears to be the same view as that taken by Professor Rob- 
bins of the fundamental psychological assumptions of economic the- 
ory, namely, that “different goods have different uses and that these 
different uses have different significances for action, such that in a 
given situation one use will be preferred before another, and one good 
before another.” The assumption of “scales of valuation” or “prefer- 
ences” involves no ethical judgment and theory of human motivation. 
“Why the human animal attaches particular value in this sense to par- 
ticular things, is a question which we do not discuss. That is quite 
properly a question for psychologists or perhaps even physiologists.” 
Economists work “not by assuming some particular psychology but by 
regarding the things which psychology studies as the data of their own 
deductions.”^® 

Leaving aside the question of ethical judgment, we may note that 
the chief advantage of the concept of “scales of preference” is that it 
shifts the emphasis away from financial gain as the principal motive to 
behavior. It makes no difference to the possibility of constructing a 
theory of exchange whether money ranks high or low in one’s scale of 
preferences, as compared with public reputation, joy in work, or Sab- 
bath observance. But it does make a difference to the theory itself. 
A formal analysis can be based on the assumption of a scale of prefer- 
ences for a, b, c, d, and where a, b, r, d, and e are all “unknowns.” 
But a theoretical model of a real process or a conceptual map to guide 
our study of the facts must give the scales of preference some empirical 
content. And this is recognized by the writers of textbooks, who work 
chiefly with scales of preference in which money gains rank exceeding- 
ly high. 

It is sometimes argued that the concept of scales of preference en- 
ables economists to swallow at one gulp all the difficulties associated 
with the pursuit of other objectives than money. In discussing this 
question we need some agreed term to apply to these other objectives; 
we shall therefore refer to them as “nonfinancial” motives. Although 
this term is not entirely satisfactory, it will serve at least to distinguish 
Ibid. ^ pp. 461--62; my italics. Robbins, op. cit., p. 86. 
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certain aims from IVtarshalFs “material reward of work — a definite 
amount of money.” 

Professor Robbins argues that just as “every first-year student since 
the days of Adam Smith has learnt to describe equilibrium in the dis- 
tribution of particular grades of labour in terms of a tendency, not to 
the maximisation of money gains, but to the maximisation of net ad- 
vantages in the various alternatives open,” so, too, all other nonfinancial 
considerations can be included in arriving at the net advantages of 
various courses of action. 

The valuations which determine particular transactions may be of various degrees 
of complexity. In my purchase of bread I may be interested solely in the comparison 
between the bread and the other things in the circle of exchange on which I might have 
spent the money. But I may be interested too in the hai>pine.ss of my baker. There 
may exist between us certain liens which make it preferable for rnc to buy bread from 
him, rather than procure it from his competitor who is willing to .sell it a little cheaper, 
In exactly the same way, in my sale of my own labour or the hire of my property, I may 
be interested only in the things which I receive a.s a result of the transaction; or I may 
be interested also in the experience of labouring in one way ratlier than another, orin 
the prestige or discredit, the feeling of virtue or .shame in hiring out my property in, 
this line rather than in that. All these things are taken into account in our conception 
of scales of relative valuation.*^ 

But, if the reader turns to the relcrcnc<\s giv<‘n by Profe.ssor Robbins 
to illustrate his point, it will be found that the method by which “all 
these things are taken into acc:ount” is to prot'etxi on the assumption 
that they are absent and then to Cj[ualify the: <*onclusion by saying that 
the result will be different, in so far as the economic agents are influ- 
enced by these other motives. In th<‘ ease of siit'h motives as an inter- 
est in the condition.s of work as well as the pay, or in the repercussions 
of family ties as well as wage differences upcat th<' oK^bility of labor, the 
nature of the difference in behavior <‘an !><% and is, clearly set out. But 
the textbooks give no analysis of the cons<''C|uences of such motives as an 
interest “in the happiness of my bak<‘r” or “the ft'cling t)f virtue or 
shame in hiring out my prop<':rty,” <‘xc<‘pt that th<‘y will be somehow 
different from the consequences of the motives assumcxl in the theory, 
For purposes of analysis, eonventitaial economic, thcrjry abstracts from 
behavior in respon.se to motiv<‘s other than money and such other ad- 
vantages as can be measured in money. T’he c(,)nccpt of scales of pref- 
erence comes down to MarshalF.s thc-ory of motivation, so far as the 
producer and businessman are concerned, at least. In the case of the 
consumer, the scales of prefenmee, with which econcjmic theory works, 

IMd., pp. 05-90. 
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are for only those goods and services which can be obtained by ex- 
change. 

Since economic theory abstracts from certain forms of behavior, it is 
only to be expected that actual behavior in the world of industry, 
trade, and finance will often deviate from that which economic theory 
alone would lead us to expect. Three sources of deviation may be dis- 
tinguished, namely, the pursuit of nonfinancial ends, inefficiency in 
the selection of means, and experimental or exploratory behavior, 
arising from uncertainty over ends or means. 

THE PREVALENCE OF NONFINANCIAL MOTIVES 

The mere fact that such herculean efforts have been made to bring 
disregard for profit, preference for prestige, desire for vengeance, 
sportsmanship, lust for power, and generosity all into the fold of 
“scales of preference” is sufficient evidence of the frequency with which 
behavior escapes from the pigeonholes to which the usual theory of 
economic motivation assigns it. Often, it is true, these purposes can 
be achieved through financial channels. But they promote activities 
which conflict with the maximization of monetary gains — sentiment 
interferes with business — with sufficient regularity to expose the econo- 
mist’s analysis as inadequate. If behavior is to be predicted with 
greater accuracy, the assumptions of economic theory must be modi- 
fied to include other motives than the conventional one. 

One’s first reaction to this proposition may be despair. It may seem 
hopeless to attempt to do any better with such heterogeneous mate- 
rial as is provided by these “nonfinancial” motives than economic 
theory has in the past. It will be remembered that Marshall thought it 
was the availability of the monetary measures of motives that “enabled 
economics far to outrun every other branch of the study of man.”^* 
But the difficulty of imagining a more systematic treatment of the im- 
plications of these other motives as integral assumptions of (rather 
than exceptions to) the theory arises largely from the individualist bias 
of economic tradition. This is apparent in Professor Robbins’ work. 
It is his interest in his baker’s happiness or his personal interest in “the 
experience of labouring in one way rather than another” that com- 
plicates economic analysis. But in so far as these interests are due to 
group pressure, as is probably the case with “the prestige or discredit 
in hiring out property in this line rather than that,” we are confronted 


Op. cit., p. 15. 
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by patterns of social behavior. Provided that in these nonfinancial 
motives individuals reflect a common tradition or code, there is a pos. 
sibility of predicting their action, in particular circumstances, from the 
group pattern, just as we can predict their action if they seek only to 
maximize their financial achievements. Economic theory has concen- 
trated on the latter form of behavior and largely ignored the possibil. 
ity of explaining other forms, except, perhaps, as the precipitate of 
variations on the theme of self-interest, which was Marshall’s view of 
custom and habit. It must be remembered that, when the foundations 
of modern economic theory were laid, it wa.s usual to explain all be- 
havior by reference to the individual’s a.sscssment of the advantages of 
various lines of conduct. 

The suggestion that the economist .should explore the po.ssibility of 
social patterns of “nonfinancial” motives com<\s simultaneously from 
anthropology and psychology. The anthropologists, in their study of 
primitive communities, have definitely e.stahlished that many acts 
which to us appear capricious and irrational are the result of conform- 
ity to recognized social norms, enforctxi by group pressure and public 
opinion more often than authoritarian law. In primitive communities 
to act as an “economic man” would be na great a d<wiation from the 
normal, as inexplicable and capricious, as the pursuit of “nonfinan- 
cial” ends appears to tho.se who are dominaKxl by the viewpoint of 
economic theory. Alongside* the abstraction knowit as “economic 
man” may be placed “institutional man.” He, too, is an abstraction, 
but in the opposite direction from “economic man.” “Institutional 
man” does not seek to achieve th<* greatest r<‘sults from given means, 
by exchange, but behavcis instead in confimmity with custom and so- 
cially indorsed ethical standards.*” Rsychologists, c-ont'crncd not with 
the description of social norms but with th<‘ <*x|>lanation of the develop- 
ment of personality and individual bt*havior, hav<* grown increasingly 
dissatisfied with the instinct theory. Inst<‘ad of seeking the explana- 
tion of human conduct in a few organic dispositions, psychology is 
turning more and more to the social forces whic-h determine the forma- 
tion of the personality and mexies of behavior. 

Another converging line of thought will be found in the work of 
Professor Parsons, who conceives of .sociology as the attempt “to de- 
velop an analytic theory of social action sy.steim in so far as these sys- 
tems can be understood in terms of the property of t'-oinmon-valuein- 

** See H. Pinney, “The Institutional Man,” Journal of PnHtuul Ivonomv, August, 1940, 
p. 543, and reference.? there cited. 
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tegration.”-° This fearsome expression covers codes of conduct: “nor- 
mative patterns which define what are felt to be, in the given society, 
proper, legitimate or expected modes of action or of social relation- 
ship.”^^ The relevance of this concept to economics is that, “so far as 
the patterns are effectively institutionalised, action in social relation- 
ships is not random, but is guided and canalised by the requirements 
of the institutional patterns.”^^ 

It seems to be a fair criticism of the attitude of many economists to 
say that they assume only one social pattern, namely, the pursuit of 
“rational self-interest” (meaning profit in the case of the businessman; 
maximum satisfaction in wants in the case of the consumer). Any 
other form of behavior, such as the pursuit of “nonfinancial” ends, is 
regarded as a random deviation from this pattern. The possibility that 
it is due to conformity to some other institutional pattern is not con- 
sidered. Within its own logical framework, economic theory must, of 
course, ignore what is definitely excluded by its assumptions. But in 
dealing with practical problems there is no reason to treat these forms 
of behavior as capricious, simply because they are not included in the 
conventional economic scheme. 

The extent to which the pursuit of “nonfinancial” ends does con- 
form to a social pattern in modern society is, of course, a matter for 
empirical investigation. Merely to posit such patterns of conduct and 
to build an elaborate analysis upon them would be yet another exam- 
ple of theoretic blight. Economic theory cannot contribute much to 
our understanding of these tendencies toward conformity in “non- 
financial” motivation until the effectiveness of certain norms is estab- 
lished by observation. 

This task is essentially one for collaboration between economists, an- 
thropologists, sociologists, and psychologists. The economist who is 
continually checking his theories against the facts is unhappily able to 
indicate numerous individual instances of behavior that fail to con- 
form to his analysis; the anthropologist is acquainted with institu- 
tional patterns to which apparently irrational individual behavior con- 
forms in more primitive societies; the sociologist (of Professor Parsons’ 
school, at least) seeks to display the role of normative patterns in all 
societies; and the psychologist investigates the process by which the 

20 T. Parsons, Structure of Social Action (New York, 1937), chap. xix. 

T. Parsons, “Motivation of Econonaic Activities,” Canadian Journal oj Economics and 
Political Science, May, 1940, p. 190. 

22 Ibid., p. 190. 
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individual develops into a social being, with his personality shaped by 
“social forces.’^ Each has an interest in “nonfinancial” motives, from 
the viewpoint of his own science; and the problems that each desires to 
solve are somewhat different. If their help is to be secured in the solu- 
tion of the economist’s problems, it is the economist who must frame 
the problem and bring it to their notice. Otherwise these other social 
sciences will never get round to supplying just the information the 
economist requires for the interpretation of concrete situations in 
which “financial” and “nonfinancial” motives are mixed together. 

There have been many pleas for collaboration among the social sch 
ences, but even when the workers arc gathered together under one 
roof, as in the London School of Economics, this does not automati- 
cally secure a joint attack on borderline problems. The initiative must 
come from workers who, because they are conscious of the limitations of 
their own specialty and have some knowledge of the methods of other 
specialties, recognize specific points at which liaison would be useful 
from their own point of view, and arc able to formulate their problem 
in such a way that it is also recognized as a problem for the other social 
sciences.^® The most important outcome of our discu.ssion of “non- 
financial” motives, therefore, is to indicate one of these points at which 
liaison should be established with other socua! sciences, in order toim- 
prove the application of economic tlxeory to prac'tical afiairs — one of 
the tasks suggested in chapter i. 

From collaboration of this sort we might hop<r to o[>tain some new 
postulates for economic theory. 'These postulates would take the form 
of an affirmation that in a particular society iiK'n are driven, by social 
pressure, to conform to certain practices otht^r than to seek the maximi- 
zation of money gains, for instance, a prefru'cmcc for dealing with small 
independent shopkeepers, a preference for additional husure rather 
than additional income, the herexlitary traxtsmission of occupations ir- 
respective of the state of the labor market, a reftisal to deal with mem- 
bers of certain racial or other groups within thr" society. Much of 
Veblen’s work—often considered as social satire ratluT than economic 
theory — assumes new importance if consid<‘r<rd as an attempt to work 
with the new psychological postulates suggested by the anthropological 
researches of his day. 'ITe attempt must be: continued, as better esti- 
mates of the.se .social patterns Ijcctjuu' available. 

The collaboration between speriali-sts wonltl t>e (greatly aitlccl if nwrt' workers could 
undergo a systematic training in several social .Hcicrtces, with a view to sfx-cialmng in bor- 
derline proVjlems. 
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It must be recognized that these social patterns, and the economic 
theories in which they can be incorporated, will be of only local ap- 
plication, for the particular social norms will probably vary from one 
society to another, if we may generalize from the results of anthro- 
pological surveys. It may be that in the modern world no social pat- 
tern is so widespread as the pursuit for money gains and that in this 
sense existing economic theory has greater generality than any of the 
new theories that may be constructed on the basis of other social pat- 
terns. But concrete problems arise in their own local social setting; 
and even “world problems” cannot be solved by ignoring local pe- 
culiarities, The theory which is of only local application is an equally 
important part of the economist’s equipment as the theory of more 
general application, because the latter alone is an inadequate guide to 
the local situation. 

Another source of local variation is the strength of the social pat- 
tern and the frequency of individual deviation from it. Thus the 
growth of “commercialism” in medicine represents the prevalence of 
deviations from the institutional patterns of professional ethics. The 
range of phenomena that can be explained in terms of “institutional 
man” depends upon the degree to which the social system is “insti- 
tutionally integrated,” and that varies from one society to another and 
from time to time.^'^ It may be hoped that anthropology, sociology, 
and psychology will, in the course of time, throw more light upon the 
conditions under which conflicting patterns develop in a society and 
pure individualism, in the sense of a departure from all social norms, 
becomes sufficiently widespread for the norms to lose their predictive 
value. The more urgent task, however, from the viewpoint of econom- 
ics, is to determine the degree of conformity to any observed institu- 
tional patterns, other than the pursuit of money, in the particular 
community in which economic analysis is to be applied for the solu- 
tion of concrete problems. 

INEFFICIENCY AND ERROR 

If we put aside the problem of the empirical content of the scale of 
preferences or the relative strength of “financial” and “nonfinancial” 
motives, doubts arise as to whether it is legitimate to assume that hu- 
man behavior is the outcome of a rational comparison of the various 
possible lines of conduct according to an explicit scale of valuation. 

Economists have been somewhat careless in their use of the term 
Cf. Pairsons, “Motivation of Economic Activities,’* p. 202. 
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“rational,’’ as well as in their application of the prefix “self” to “inter- 
est.” Professor Robbins finds considerable difficulty in discussing 
whether economic theory assumes “rationality,” partly because “ra- 
tionality” has various meanings. “It is not possible to regard” a pref. 
erence “as rational unless it is formulated with a full consciousness of 
the nature of the sacrifice which is thereby involved. On the other 
hand, Professor Knight says that “motives are usually assumed to be 
accurately known, but it is not necessary to the theory that the subject 
be conscious of them at all.” The theory onl;^ “assumes that any in- 

dividual’s motives are correctly expressed in action As careful 

writers have emphasized, economic theory abstracts even from the 
factor of error on the part of the subject in translating his actual wishes 
into action.”^® He does not label this type of assumed behavior as 
“rational”; though common usage would sanction this application of 
the term. 

The assumption is, therefore, that, either as the result of a scrutiny of 
the motives and alternatives which are present to consciousness or as a 
result of some unconscious process, the resulting behavior is that which 
would give due weight to all relative considerations and promote the 
individual’s “interests” to the maximum degree po.ssible in the cir- 
cumstances. It is, perhaps, permissible to describe this process, con- 
scious or unconscious, as “efficient.” 

There are several reasons why behavior is often less efficient, in 
practice, than economic theory implies. For instance, many choices 
are made under the pressure of cu.stom or imitation; and one may nev- 
er ask one’s self if he really prefers the result to st^mc other conceivable 
course of action which has never been (assayed. It may be argued that 
this implies a preference for peace at all costs including the cost of 
making up one’s mind. But even this verbal solution provides no es- 
cape, for in many cases one does not evem envisage the possibility of 
acting differently or of changing one’s consumption habits. And, if 
our attention is attracted to the cjuestion as to whether some other 
goods would not give greatt^r satisfaction or some otlu*r activity be 
more interesting, our resultant action must iisedf be largely explora- 
tory. 

Even when the possible courses of action are scrutinized in advance, 
however, and one is balanced against another, decision may be 
the result of confused calculation. As WicksU'ed*' and, more recently, 

« op. cit., p. 155. »« op. «■/., pp. 462- <i3. 

P. H. Wickstpcd, Commomensf of Political Economy 1033) Book I,chap. iii 
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Reddaway^^ have pointed out, consumers will often be more influ- 
enced by conventional notions of extravagance and fair prices than by 
the relative marginal utilities (or rate of marginal substitution) of dif- 
ferent channels of expenditure. Reddaway was amused when his 
Australian friends considered that the difference in postage by air mail 
and ordinary mail to England far outweighed the saving in time. 
Wicksteed, on the other hand, considered it a commonplace that one 
might spend 3/6 on a book but not 2/6 on taxi fares and 1/- on the 
book, even if one wanted to take it to read on a journey. Indeed, Wick- 
steed’s account of the irrationalities of the consumer is one of the best in 
print. He even admits what Professor Robbins denies, that where 
there is a scale of preferences it may continue to be internally incon- 
sistent, so that A > B, B > C., but C > A. Professor Robbins argues 
that this would soon be eliminated by “internal arbitrage opera- 
tions.”^® So it would ^consumers were more “rational.” 

These are examples of personal inefficiency in effecting the most 
satisfactory compromise between one’s competing desires. The theory 
of consumer demand, whether couched in terms of marginal utility 
or of marginal rates of substitution, abstracts from this sort of ineffi- 
ciency. It shows how efficient people would behave under given con- 
ditions but gives no hint of the errors which are likely to be made in 
practice. 

Although discussion so far has been directed toward the behavior of 
the consumer, it is equally relevant to the problem of entrepreneurs’ 
behavior. The usual textbook analysis of the equilibrium of the firm 
assumes not only that profit is the sole objective but also that it is pur- 
sued efficiently, in the sense that, of the available courses of action, the 
most profitable is, in fact, followed. But it is generally recognized that, 
in practice, many entrepreneurs do not make the maximum possible 
profit. There are communities where it is the exception rather than 
the rule for an entrepreneur to know how much profit he makes. For 
instance, one consequence of wartime price control in Australia is 
likely to be a revolution in bookkeeping. Many traders, for the first 
time in the history of their firm, have now found an incentive to keep 
accurate accounts. Were it not for the supervision of the prices com- 
missioner, they would still be behaving quite differently from the en- 
trepreneur of the textbooks. 

28 W. B. Reddaway, “Irrationality in Consumers’ Demand,” Economic journal, Septem- 
ber, 1936, p. 419. 

29 Op. cit., p. 92. 
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It is often not possible to say whether an entrepreneur’s failure to 
make the maximum possible profit is due primarily to the pursuit of 
other conflicting ends (“nonfinancial” motives) or to inefRciency in 
the pursuit of profit. Observation suggests that both conditions are suf- 
ficiently frequent in their occurrence to justify the construction of the- 
ories which include them among the assumptions. Such theories must 
be as different from conventional equilibrium theory as the behavior 
of the businessman is different from that of the textbook entrepreneur. 

We have already noted that much behavior is conventional, in the 
sense that we never face up to the question of whether we really prefer 
it to doing other things or even consider whether there are other con- 
ceivable ways of spending one’s time. In business the counterpart of 
this is failure to experiment or to take advantage of visible opportuni- 
ties of profit. This clearly fits in with the usual notion of inefficiency, 
which includes both the apathy which leaves opportunities unex- 
plored and the making of mistakes. It is the negative side of Marshall’s 
occasional but fundamental qualification of the businessman’s be- 
havior: “according to his energy and ability.” 

Of course, the irrational or inefficient entrepreneur is not unknown 
in economic theory. He is occasionally introduced to simplify the 
analysis when the assumption of complete efficiency would produce no 
determinate conclusion. For instance, Bertrand’s theory of duopoly, as 
expounded, inter alia, by Professor Chamberlin, assumes general stu- 
pidity by both sellers. Each proceeds on the assumption that if he 
undercuts his competitor the latter will not retaliate and continues to 
operate on this assumption, although it is proved false every time he 
tries it in practice. Cournot’s solution is open to the same’: objection, al- 
though the retaliation takes a less obvious form. Professor Chamber- 
lin states that, although these two theories yi<dd different conclusions, 
they “complement, rather than oppose, each otht'r, each flowing from 

a particular assumption No presumption in favour of cither the 

one or the other seems to be created by the genertd hypothesis that 
each seeks to maximise his profit.”’**’ As several writers, including 
Chamberlin, have pointed out, an intelligent pursuit of profit is con- 
sistent with neither assumption; and it may be argued that it is more 
likely to be personal prejudice or some other “ nonf inane ial” motive 
rather than profit which prevents collaboration between duopolists in 
practice. “The unreal atmosphere which surrounds our current the- 
ories of oligopoly may be ascribed to the fact that the assumptions are 
E. Chamberlin, Theory of Monopolistic Competition (Cambridge, Mass., 1933), p. 37. 
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too often chosen for their analytical convenience, rather than for their 
actual relevance to the real world of to-day.*' But, although in the 
study of oligopoly some economists have, in effect, jettisoned the con- 
cept of the “rational** economic man, because it would not imply a 
determinate equilibrium within a given market situation but would 
only suggest the development of a new market situation, in many parts 
of theory it has generally been the other way around, since the con- 
cept of efficient “economy” usually provides a tidier theoretical struc- 
ture and more precise conclusions. 

In applying economic theory to a concrete problem, therefore, it is 
always necessary to consider whether or not the theory implies a 
greater degree of personal efficiency or rationality (or, in the case of oli- 
gopoly, a less degree) than is likely to be encountered in practice. 
Some attempt must be made to allow for failure to “count the cost” of 
alternative lines of conduct and for errors of judgment. The question 
is whether this allowance must be made by sheer common sense or 
whether it is possible to discover any tendency toward uniformity in 
inefficiency, which might be made the basis of more realistic theoreti- 
cal models. 

It might be thought that the admission of this type of irrationality 
will make a wreck of existing theory and that the range of individual 
possibilities is too great to permit any generalization as to the results of 
behavior when errors are present. But a clue has already been given ^ 
to this problem by the observation that nonfinancial motives may con- 
form to a code. Is there any central tendency of errors which can be 
made the subject matter of a useful theory? 

Professor Pigou has already shown, in his study of Industrial Fluctua- 
tions^ that a common bias in errors during one phase of a cycle provides 
a plausible explanation of certain phenomena. He also attempts a 
classification of the factors which promote errors by entrepreneurs. 
This type of discussion has gone somewhat out of fashion in business- 
cycle theory^® but bids fair to be rehabilitated as a result of the in- 
creasing use of the concept of “expectations” in economic analysis. 
Some “errors” of judgment lead to actions which, in their turn, pro- 
duce repercussions which appear to justify the original “error” or in 

R. TrifBn, Monopolistic Competition and General Equilibrium Theory (Cambridge, Mass., 
1940), p. 78. 

A. C. Pigou, Industrial Fluctuations (London, 1927), chaps, vi and vii. 

See A. MacFie, Theories of the Trade Cycle (London, 1934), for a recent renewal of in- 
terest. 
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other cases to make it much worse. Professor Hicks has developed the 
concept of '‘elasticity of expectations” to classify the different conse- 
quences which may emerge from different estimates regarding the 
temporary or permanent nature of an observed price change and the 
possibility of its being the commencement of a trend or “the cumulat- 
ing point of a fluctuation.”^'* He suggests that we must “assume a 
good deal of variation in different people’s elasticities of expectations” 
and that “people who have been accustomed to steady prices, or to 
very gradual price movements are likely to be insensitive in their ex- 
pectations ; people who have been accustomed to violent changes will 

be sensitive A community which has been exposed to violent 

disturbances of prices .... may have to be regarded, in consequence, 
as being economically neurotic.”^® 

Generalizations of this type are based, of course, on observation and 
undoubtedly permit the construction of somewhat more realistic the- 
ories than an assumption of complete rationality. But their use in other 
branches of economic theory is practically unknown — perhaps be- 
cause it is less difficult to be rational under the static conditions which 
are assumed for the analysis of most problems other than economic 
fluctuations. Yet even the most superficial observation suggests that 
there is widespread inefficiency in consumers’ choice and in the day- 
to-day administration of many businesses. 

These errors of judgment and the varying elasticity of expectations 
might be made the subject of a more systematic study to determine the 
extent to which they are influenced by social factors, as contrasted 
with pure individualism. The efficiency of labor and of management 
is often diminished by social influences, such as traditional labor prac- 
tices and traditional group attitudes of employers toward their em- 
ployees. It would be surprising if similar social factors did not some- 
times influence the type of mistake's made by consumers and business- 
men generally. 

We cannot, however, appeal to the other social sciences for help, as 
in the case of “nonfinancial” motives. The outcome of our discussion 
of errors is not to indicate points at which liaison should be established 
with workers in other specialties but to suggest a particularly difficult 
field of research for empirically minded economists. It is impossible to 

**J- Hicks, Value and Capital (X.ondon, 1939), p. 205. Elasticity of expectations of 
price is defined as “the ratio of the proportional rise xn expected future prices to the pro- 
portional rise in current price.” It may be noted that “optimLwri” in a boom is identified 
with an increasing elasticity of price expectations (cf. p. 296). 

“ Ibid., pp. 21 2-1 "i. 
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say in advance whether sufficient regularity will be discovered to en- 
able economists to go very far in the analysis of “the results of neuroses 
and confused thinking.”®® But any advance in the direction of realistic 
analysis will increase the predictive value of economic science .and 
diminish, even if only slightly, the scope for personal opinion. 

EXPLORATORY BEHAVIOR 

The third source of deviation from the forms of behavior which eco- 
nomic theory would lead us to expect is man’s capacity for experiment, 
with both new ends and hitherto untried means of achieving accepted 
ends. 

Professor Knight writes: 

We all know that we generally do not know at all accurately what we want, and in 
considerable measure act to find out. And our interests are to a considerable extent 
explorative in a more intrinsic sense; the motive of action is in part curiosity as to 
what the result will be, and hence depends on partial ignorance of the result when the 
action is performed. It is undoubtedly a general principle that ends are more or less 
defined in the process of realisation, and that the interest and value in an action cen- 
tres in this redefinition as well as in the achievement of any result given in anticipa- 
tion. 

Behavior of this type cannot be explained in terms of any existing 
scale of preferences. 

A similar problem arises in the case of the businessman. According 
to the traditional view of the entrepreneur, he, too, is frequently en- 
gaged in exploratory action, designed to discover methods of maximiz- 
ing profit. “The advantages of economic freedom,” wrote Marshall, 
“are never more strikingly manifest than when a business man en- 
dowed with genius is trying experiments, at his own risk, to see whether 
some new method, or combination of old methods, will be more effi- 
cient than the old.”®® Even assuming that profit is the objective of his 
experiments, his exploratory behavior cannot be represented as the 
selection of the most profitable methods or the choice of means to achieve 
a given set of ends. That can come only later, after the results of the 
experiments have been considered. Although economic theory as- 
sumes that much behavior must be exploratory, its assumptions per- 
mit no explanation of the direction which the explorations take, that 
is, the actual form of this part of behavior. 

Joan Robinson, Economics of Imperject Competition (London, 1933), p. 16. 

F. H. Knight, “What Is Truth in Economics?” Journal of Political Economy, February, 
1940, p. 25. 

** Op. cit., p. 406. 
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The explanation is, of course, that economic theory has been con- 
cerned with the conditions of equilibrium rather than the path by 
which equilibrium may be reached or the cul-de-sac into which in- 
dividuals may be led in their attempts at maximization. From this 
point of view it may seem permissible to attribute experimentation 
with various means as a temporary stage in the approach toward 
equilibrium. Although not prominent in economic literature, the 
problem of experiments in the choice of goods for consumption and of 
types of work as an occupation can be treated in the same fashion, if 
we assume that the fundamental conditions (human dispositions and 
qualities of goods or the nature of the work) are stable. Not the ex- 
periments are the center of interest but the adjustments which follow 
the experimental demonstration that certain courses of action are 
more profitable or more desired than others. 

But, when conditions are unstable, the hope of ever establishing 
equilibrium in practice recedes. A great proportion of actual be- 
havior in the real world, if businessmen are “on the job,” must for this 
reason be experimental. It follows that the predictive power of eco- 
nomic theory is greatly reduced, if it must confine itself to the equi- 
librium implied in certain conditions but never realized, and if it must 
ignore the exploratory activity which, although theoretically pre- 
liminary to equilibrium adjustments, may be at least as frequent in 
practice. 

Moreover, desire for novelty is itself an impulse to experiment. On 
the side of consumption we have the modern desire for excitement. 
The speed with which one craze follows another may indicate, not an 
instability of wants in any fundamental sense, but a lack of self-knowl- 
edge, an attempt to find satisfaction in one thing after another. Rapid 
technical change greatly enlarges the scope for .Such experimentation, 
and business enterprise does its best not only to cater to it but also to 
incite it by continued stimulation. 

In each of the other two types of deviation from the norm which 
might be predicted from economic theory, we found some hope that 
the empirical discovery of social patterns of behavior might make pos- 
sible a more scientific approach to the interpretation of individual be- 
havior. Is there a similar hope that the choice of experiments, whether 
in the course of an attempted adjustment to given conditions or in the 
search for direct satisfaction from the experimental activity itself, may 
be socially determined? In some cases a social pattern may be dis- 
cernible. For instance, experiments in the production of new com- 
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modities or in the adoption of new practices will often be imitated by 
other firms, even before the results, in terms of sales or profits, are 
known. Similarly, much experimental consumption consists of trying 
out the goods which leaders of style and fashion have recommended. 
For the greater part, however, experimental behavior is thoroughly in- 
dividualistic, in method as well as in objective; and it is difficult to 
imagine how it could be brought within the framework of a concep- 
tual scheme, without doing violence to the facts. It is even doubtful 
whether much can usefully be said about the range of possibilities open 
to the experimenter; the real individualist invents his own experi- 
ments. 

The chief aid to be had from the concept of social patterns in this 
connection is the observation that some societies are more tolerant of 
experiment than others. It should be possible, by empirical study, to 
determine whether the mental climate is favorable or unfavorable to 
innovation in the time and place under consideration and to estimate, 
accordingly, the margin of error that is likely to arise from this source, 
in applying the conventional assumptions of economic motivation to 
concrete problems. 

This review of the three different types of deviation from the prin- 
ciple of behavior which underlies most of present-day economic theory 
shows the need for extreme caution in the prediction of events. It is 
on the psychological side, above all, that economic theory must be 
supplemented by sound common sense. At the same time we must 
continue to put up with considerable differences of opinion among 
economists on any practical issues that turn on people’s “psychological 
reactions” to particular proposals. It has been suggested that the 
range of uncertainty might be somewhat diminished if economists 
would explore the possibility of determining the actual social patterns 
to which some, at least, of these “psychological reactions” conform and 
use these social norms as bases for more realistic theories than those 
at present at their disposal. This line of approach is more particularly 
hopeful in relation to the so-called “nonfinancial” motives, which 
often upset conclusions drawn from conventional economic theory. 
It also suggests a reconsideration of the psychology of exchange, to 
which we now turn. 

EXCHANGE AS A SOCIAL PATTERN 

To consider economic behavior as a social pattern, instead of as the 
outgrowth of the maximization principle or the rational pursuit of 
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one’s interests, involves a considerable departure from the usual view- 
point of economists. Yet reflection suggests that the assumption that 
each individual seeks to maximize his own advantage is not sufficient 
psychological foundation for a theory of exchange. Where a multi- 
plicity of individuals is concerned, their dealings with one another 
may include not only trade but also appropriation and gift. In this 
respect a society differs from a single individual. When we consider 
the behavior of an individual, confronted by various possibilities of 
consumption and various uses for his time and resources, the assump- 
tion that he seeks to maximize the satisfaction of his desires leads to the 
notion of marginal substitution of one thing or one activity for another 
until “equilibrium” is attained. This conception of an “internal” 
process of exchange is analogous to trade between several individuals. 
Historically this concept of the individual economy was probably sug- 
gested by the observation of exchange in the social economy. But it is 
only in the individual economy that exchange is the sole method of 
giving effect to the principle of maximization. An individual can 
substitute only one collection of goods for another, one line of action 
for another, even if it be inaction. He cannot, in his own individual 
economy, perform any operations analogous to the compulsory trans- 
fer of goods from one person to another, without any recompense or 
exchange. “Coercion is an exercise of power over others.”^® Nor is 
there, in the individual economy, any operation analogous to the gifts 
such as may be made between different persons. 

The theory of exchange between individuals can be made the logi- 
cal outgrowth of the maximization principle only by explicitly ab- 
stracting from the possibility of appropriation and gift. This is listed 
by Professor Knight among the essential a.s.sumptions of the theory of 
exchange: 

Wc formally oxrhiclc all prrying of indivichials u{x>n each other. There must be no 
way of acquirinj? Koocl.s except through jirtKiuction and free exchange in the open 
market The people arc formally free to act as their imuivt-s p^romi'i in the pro- 

duction, exchange and con.sumption of good.s. They own themselves; there is no ex- 
ercise of constraint over any individual by another individual or by .society; each con- 
trols his own activities with a view to results which serve him individually.^^ 

It is one thing to adopt an a.s.sumption for tht! purpo.se of argument. 
But how, if at all, arc these activities prevented in practice? When we 

»» T. Parson.-., Tkr Structure a f Soda! Arti-.n (New York, 1937), p. 767. My debt to Pro- 
fessor Parsons’ work in tliis eonueetion wili !>e rvirlem, to soeiologists. I can only hope that 
I have made its importance for economics sufficiently clear, by wcjrking out some further 
implications. 

F. H. Knight, Rixk^ Uncertainty^ and Profit (Boston, 1921), p. 77. 



THE PROBLEM OF BEHAVIOR 


97 


assume that they do not occur, we imply one or both of two other con- 
ditions. On the one hand, we might presuppose a disposition to trade 
stronger than any disposition to appropriate goods and services or to 
give them away.^^ On the other hand, we might assume the existence 
of social controls, which operate to prevent appropriation or gift. These 
controls might include group pressure operating through institutional 
norms or a legal system backed by the power of the state. 

The former assumption, namely, a trading propensity stronger than 
the urge to take or give, does not fit in well with the fact that “much 
of the product of society — possibly one-half or two-thirds of it — reaches 
its final recipients by gift.’’^^ The problems raised by this type of be- 
havior are largely ignored by economic theory, except in public fi- 
nance, where gift and appropriation loom large. Professor MacGregor 
reminds us that Jevons’ Theory oj Political Economy “has practically no 
reference to wife or child, friend, relative or social interests,”^® al- 
though in practice “the private economy” is really closer to “the public 
economy” than to the business economy. The relationships between 
the members of the family are not settled by exchange. It would be 
too much to assume, therefore, that where exchange does occur it is 
due to a native preference for this type of activity over appropriation 
and gift. 

What economists do generally assume — tacitly more often than ex- 
plicitly — is that, of these three impulses, the tendency to give is strong 
only when there are personal ties or sentiment, as in the famUy or 
charity. Neglecting conduct within this field, we are left with appro- 
priation and exchange. It is generally assumed that the former im- 
pulse is the stronger of these two but that it is prevented from finding 
more than limited expression by the legal and institutional framework 
of society. On this assumption it is possible to construct a theory of 
exchange as the outgrowth of the principle of maximization. But it 
must then be admitted that, whenever personal ties or sentiment are 
present in business or whenever legal or institutional norms permit a 
wider range of activities then those involved in pure exchange, eco- 
nomic behavior may deviate considerably from the paths laid down in 
economic theory. Consequently, realistic theory must take account of 
these personal ties and institutional forms of control. 

Cf. Adam Smith’s famous postulate: “the propensity to truck, barter and exchange 
one thing for another” (Wealth of Nations, Book I, chap. ii). 

H. J. Davenport, Economics of Enterprise (New York, 1923), p. 494. 

♦3D. H. MacGregor, Public Aspects of Finance (Oxford, 1935), p. 38. 
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It may be noted that the distinction between gift, exchange, and ap- 
propriation is sometimes vague. If exchange involves a “nominal” 
payment on one side, this comes close to a gift or appropriation, ac- 
cording to whether the giving or receiving side exerts more influence 
on the terms of the transaction. In the determination of terms of trade 
different results will be reached according to the preference of one 
party to avoid higgling or to make a generous settlement rather than 
obtain the most favorable rate of exchange in the ordinary sense of the 
word. On the other hand, the terms of exchange may be influenced 
by the exercise by one party of pressure on the other through some 
other interest distinct from the exchange or by group pressure in the 
form of some conventional standard of behavior. In the theory of pure 
exchange there is no room for these factors, except as conditions limit- 
ing the range of possibilities that are open to the parties concerned. 
For instance, we may assume that employers are obliged, by fear of 
sabotage, to offer a particular wage. We can then work out the num- 
ber of employees that they will engage, in the light of this and other 
conditions, and also the number of employees that will seek work at 
this wage. The result of the coercion, namely, a lower limit to wages, 
is then assumed as a constant factor in the situation, and the theory of 
exchange enables us to explore the adjustments which will be made, as 
each individual attempts to secure the maximum advantage from this 
ri^id price, by modifying the volume of exchanges. But economic lit- 
erature is not rich in analyses of this sort; the modification of the ex- 
change process through coercion or generosity is considered, if at all, 
as a special case. If it were customary to give weight to such factors in 
all theoretical models relating to exchange, the economist’s general 
picture of the wprld would be rather different from what it is. And 
the problem of determining just what effect coercion, etc., will have 
upon the minimum price — a problem not to be solved by the theory of 
exchange — ^would make more insistent claims on the economist’s atten- 
tion. 

This discussion suggests that many of the things that happen in in- 
dustry, trade, and finance are explicitly excluded from economic the- 
ory by an arbitrary selection of assumptions. It is assumed, for pur- 
poses of analysis, that people accept the operations of the market and 
allow it to work without any attempt to influence its verdict one way 
or the other. It is assumed, moreover, that they do not attempt to 
alter the conditions of the market — except in so far as they can im- 
prove their own position by the ordinary activities of the market. 
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Tliese assumptions are inconsistent with the practice of economists in 
studying the efids of such deliberate interference with the market as 
tariffs, price control, and collective bargaining. And they are incon- 
sistent with the facts of economic life in the ordmary meaning of the 
term. 

What happens if we remove these assumptions and admit the possi- 
bility of action outside the market and the use of force, on the one 
hand, and brotherly love, on the other, inside the market? Some may 
fear that this would mean the wreck of existing economic theory. It 
certainly means the collapse of some of the boundaries that have been 
used to limit the scope of economic theory, And it opens the way to 
the development of a new theory to cover some, at least, of what goes 
on beyond the market in the world of industry, trade, and finance. 
The main outlines of this theory, which may be called the theory of 
extra-market operations, will be sketched in the next chapter. 



CHAPTER VI 


BEYOND THE MARKET 

I N THE preceding chapter it was argued that among the implicit 
psychological assumptions of conventional economic theory there 
is the supposition that people act only through the market. Other 
forms of behavior may be observed; but economic theory abstracts 
from them for the purposes of its analyses and assumes that people 
seek their ends only by buying and selling, hiring and borrowing. Or 
we may say that economic theory considers the pursuit of ends (finan- 
cial and nonfinancial) which can be achieved through market activ- 
ities and does not study human behavior in so far as it consists of the 
pursuit of other ends. For instance, going to church or doing physical 
exercises of a morning or agitating for a change in the divorce laws 
is usually regarded as “noneconomic” behavior, because these ends 
cannot be achieved through the market. Thus Professor Schumpeter 
draws a distinction between “economic life,” on the one hand, and 
political activities which “do not aim immediately at the acquisition of 
goods through exchange or production,” on the oth(T, although, as we 
shall see in chapter viii, he admits that the distinction is not always 
clearly marked.' 

It is not suggested there that the economist should enlarge his field 
of study to cover all such phenomena. But there arc ends which may 
be pursued both inside the market and outside it. When the latter 
course is followed, we have a special type of behavior, which may be 
distinguished from those forms of behavior which arc causally remote 
from the market, as well as from those that are obsttrved in the mar- 
ket. This special type of behavior differs from noneconomic behavior 
(as usually conceived) with regard to its ends and from market be- 
havior with regard to its methods. In .selecting the term “extra-market 
operations” to represent this type of behavior, one hopes to convey 
both shades of meaning- Extra-market activities might be taken to 
cover all behavior outside the market; extra-market operations are only 
those extra-market activities which are directed toward ends which 
may be sought and are sought also through operations in the market. 

‘ J. H. Schumpeter, I heory of h'xonomic Development (Cambritlge, Mass., 1934), p. 5; Busi- 
ness Cycles (New York, 1939), I, 11. 
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The term “extra-market adjustments” might provide an attractive 
contrast with the adjustments which the market makes to given data 
and at the same time emphasize that we are concerned with responses 
to the same total situation as that to which the market adjusts itself. 
But the term “operations” suggests a more active form of behavior 
than does the term “adjustments.” As Veblen says, “It is character- 
istic of man to do something.”^ 

Our principle of distinction between extra-market operations and 
other noneconomic activities, therefore, is found in the impossibility 
of pursuing certain ends in the market, while our distinction between 
market operations and extra-market operations turns on the possibil- 
ity of pursuing other ends outside the market as well as inside- Ac- 
cording to Professor Robbins, “in so far as the achievement of any end 
is dependent upon scarce means, it is germane to the preoccupations 
of the economist” but the body of economic theory, as usually taught, 
deals only with the achievement of ends through market operations 
and generally ignores not only other methods of achieving those ends 
but also all ends which cannot be achieved in this way. In other words, 
the criterion of “scarce means” is interpreted, in practice, to cover 
only goods and services which are exchanged in the market. 

Our distinction raises the question as to why certain ends are sought 
through the market as well as outside it, while other ends are sought 
only outside the market. That, although a matter of great historical 
and philosophical interest, will not be pursued here. The distinction 
is here considered merely as a means of improving the economist’s 
equipment for the study of concrete problems. 

The study of extra-market operations, as defined above, is necessary 
on three grounds for economists who would advise on policy. In the 
first place, as we saw in chapter ii, practical men do not regard extra- 
market operations as lying outside the field of economic behavior, and 
the economist is expected to show some competence to consider them. 
Second, any economic explanations or predictions which ignore the 
possibility of extra-market operations run the danger of being unreal- 

* T. Veblen, The Place of Science in Modern Civilisation (New York, 1930), p.74. Veblen, 
rejects “the hedonistic conception of man” as “a lightning calculator of pleasure and pains, 
who oscillates like a homogeneous globule of desire of happiness under the impulse of stimuli 

that shift him about the area, but leave him intact Self imposed in elementary space, 

he spins symmetrically about his own spiritual axis, until the parallelogram of forces bears 
down upon him, whereupon he follows the line of the resultant. When the force of the im- 
pact is spent, he comes to rest, a self-contained globule of desire as before.” 

* L. Robbins, Essajf on the Nature and Significance of Economic Science (2d ed.; London, 1937), 
p. 24. 
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istic. Finally, extra-market operations are an important source of 
change in the data of the market itself; and when we come to consider 
the possibility of a theory of economic development, which may aid the 
economist to predict data changes as well as market reactions to the 
data, we shall find that the theory of extra-market operations has 
something to contribute. The pressure of practical affairs makes it im- 
possible for the economist to wait hopefully until some other specialist 
provides such a theory; but there are also two other good reasons why 
economists should themselves make the attempt. One reason is that 
a knowledge of how the market works is an important prerequisite to 
understanding why people reject its verdict and prefer to operate out- 
side it. The other reason is that, although extreme cases of extra- 
market operations present a great contrast with market operations, it 
is, nevertheless, impossible to draw a hard and fast boundary between 
these two types of behavior. The one .shades imperceptibly into the 
other. 


EXAMPLES OF EXTRA-MARKET OPERATIONS 

Some examples may render the last point clearer. Racketeering 
may be generally classed as an extra-market operation. The threat 
of violence to person or property is used as a means of extracting pay- 
ments; and, although the payments are nominally for the service of 
protection, there is no misunderstanding as to th(‘ir real nature. Even 
Marshall has observed that 

the feverish pursuit of wealth may induce men, capable of great work, to drift into dis- 

tinedy criminal courses The National Cash Regi' i'T C'l i-.l (,«<• i r;!': s' 

achievements are in the first rank, has been convicted :<■! ! bel* n-’r:r. : 

competitors; and for causing its agents to injure internal parts t/ rival machines when 
in use, and similar practices.^ 

We should class these as extra-market operation.s, along with some of 
J. D. Rockefeller’s attempts to prevent the construction of pipe lines in 
competition with the railways under his control: “His agents fright- 
ened the farmers over whose lands the pipes must pa.ss, by stories of 
poisonous leakages and unquenchable fires, and gangs of railway em- 
ployees attacked the workmen laying the pipes. l’h(? .sit-down strike 
is clearly an extra-market operation, amounting to the forcible occu- 
pation of the employer’s property; and the use of pickets in ordinary 
strikes is also outside the market. The various methods used by arms 

A. Marshall, Induslry and Iradr (London, 1920), p. 537 and note. 

» H. G. Wells, Ifw liWA, Weatih and Happinfsx of Mankind (Lomlon, 1932), p. 450. 
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manufacturers to discourage international agreement on disarmament 
may be regarded as extra-market operations designed to promote or 
maintain their commercial interests. 

Nor should we hesitate to classify as extra-market operations the 
day-to-day attempts of businessmen and their organizations to obtain 
legislation favorable to themselves. This type of political business ac- 
tivity is an international phenomenon. 

The government is not a neutral arbiter in economic matters, but tends to reflect 
the aims of those groups which are in the best position to influence governmental de- 
cisions. Few would deny that the policies of Canadian Governments since Confedera- 
tion have been predominantly shaped by business men Permanent lobbies in 

Ottawa, innumerable special delegations, the molding of public opinion through 
newspapers and other media, contributions to party funds — all these investments have 
yielded an abundant return.® 

Lobbying by various sectional interests, including large business units 
or organizations, has long been a feature of politics in the United 
States.'^ Not only the process of legislation but also the activities of reg- 
ulatory bodies, such as the Interstate Commerce Commission, are sub- 
ject to campaigns and various forms of pressure in the normal course 
of business. “The recognised judicial character of its work does not 
render the Commission immune from efforts to influence its judg- 
ments. The struggles of contending economic groups and political in- 
fluences give rise to actions intolerable in a court of law and to repeat- 
ed efforts to obtain favourable decisions through the use of propa- 
ganda.”® 

In Australia organized producer interests are represented in Can- 
berra when parliament is sitting, outside as well as inside the legisla- 
ture. The Associated Chambers of Manufacturers — the principal 
protectionist pressure group — ^maintains a permanent office in the na- 
tional capital; and the Associated Chambers of Commerce has fol- 
lowed this example. The reports of the Australian Tariff Board indi- 
cate the time, care, and expense which businessmen devote to the 
preparation of evidence in support of, or opposition to, changes in 
rates of duty. Another form of political activity is to attempt to influ- 

* L. G. Reynolds, Tfie Control of Competiiion in Canada (Cambridge, Mass., 1940), p. 
272. 

See E. B. Logan, Lobbying (Suppl. to Annals of American Academy of Political and Social 
Science [1929]). A more recent study is D. C. Blaisdell, Economic Power and Political Pressures 
(“Temporary National Economic Committee Monographs,” No. 26 [Washington, 1941]). 

® E. P. Herring, Public Administration and the Public Interest (New York, 1936), p. 194; the 
whole of chap, xii is relevant. 
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ence the regional distribution of defense contracts. State governments 
will readily view the granting of contracts to firms in their territory as 
a legitimate interpretation of the public interest and ally themselves 
with private interests to bring pressure to bear on the federal govern, 
ment. 

In Great Britain, too, organized pressure groups are a prominent 
feature of the political scene. The National Farmers’ Union, for in- 
stance, had a political fund amounting to over £68,000 in 1937, in 
addition to the still larger general fund. Dr. Jennings gives many ex- 
amples of the pressure exerted by this body on the government and on 
private members of parliament in connection with specific pieces of 
legislation.® Other prominent business organizations in that country 
include the Mining Association, the Chamber of Shipping, the Na- 
tional Federation of Iron and Steel Manufacturers, and the Federa- 
tion of British Industries. To be effective they must not only perfect 
the technique of political influence but also compel the loyalty of the 
members whose “interests” they represent. On the other hand, there 
are labor organizations with varying degrees of political power. The 
operations of these various organizations arc designed, generally 
speaking, to alter the conditions of the market .so that it will yield 
greater financial returns to the people they represent. 

All these examples of political activity arc sufficiently related to 
everyday business operations to warrant our description of them as at- 
tempts to gain ends similar to those that are also sought in the market; 
and they all involve operations outside the market. They may, there- 
fore, be referred to as extra-market operations, in contrast to the mar- 
ket operations which are the customary subjects of economic theory, 
We may now consider some examples of borderline cases — forms of be- 
havior which do not fall easily into either class. 

BORDERLINE CASES 

The establishment of codes of fair competition under tlie National 
Recovery Act would, no doubt, be classed as extra-market operations, 
for they involved not only agreement among competitors but also the 
indorsement of the government. The actual trade practices which are 
covered by the codes (by approval or prohibition) fall into three 
classes: market operations, extra-market operations, and mixtures. In 
the first class would fall the various methods of costing and determina- 
tion of selling price; when a code forbids .selling below cost, it forbids a 

» W. I. Jennings, Parliament (London, 1940), p. 211. 
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particular market operation. Other market practices which the codes 
attempted to control include price differentiation, discounts, credit 
terms, repurchase agreements, distribution of coupons, provision of 
containers, and payment of delivery costs. In the second class would 
fall such practices as “coercion,” boycotting or black-listing, threats of 
litigation, violence or threats of violence, espionage of competitors, and 
defamation of competitors. But the following practices do not fall 
neatly into either of the first two classes: “collusion to withhold instru- 
ments of production from competitors,” purchases in excess of re- 
quirements in order to hinder competitors, imitation of trade-marks, 
threats of repudiation of contract, deferring payment of products pur- 
chased in order to obtain better terms in future, and “enticement” of 
competitors’ employees. These practices take place in the market; yet 
they are not simple market transactions. The working of the market 
itself is influenced by special factors which savor more of personal or 
political relationships than of pure exchange. The technique of eco- 
nomic theory does not deal adequately with them, because they in- 
volve activities which are not covered by its assumptions. 

Another group of borderline cases are those in which market activ- 
ities of a sort are undertaken with the deliberate intention of modifying 
the conditions of the market or of obtaining some result outside the 
market. For instance, it might be argued that bribery is a market oper- 
ation: “Every man has his price.” The return asked of the corrupt 
official is often a small change in the law or the award of a public con- 
tract or preferential treatment in some regulatory activity of the gov- 
ernment. In these cases the paying party is not content with the re- 
sults of the market under existing conditions; he desires to alter the 
data of the market or to obtain direct benefits by means of the extra- 
market operations of another party; but in order to obtain the latter 
service he must make a market transaction. 

Bribery is outside the law, but the same difficulty of definition arises 
with some actions which are strictly legal. For instance, the American 
Telephone and Telegraph Company has paid authors and arranged 
for the publication of books calculated to improve the public relations 
of the company and distributed many copies free.^^ This involved 
market activities; but it may be suggested that the acquisition of goods 
and services by exchange was of minor importance compared with the 

For a general review of the trade practices covered by the codes see C. A. Pearce, 
JV.R.A. Trade Practice Program (New York, 1939). 

11 N. R. Danielian, A.T. & T.: The Story of Industrial Conquest (New York, 1939). 
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desire to influence public opinion. Again, the common practice of 
large industrial concerns of requiring their employees, as a condition 
of employment, to sell any patents to the company for a nominal fee 
involves only market activities. The purpose, however, is often to pre- 
vent technical improvements from becoming known to competitors 
even though the company does not intend to adopt them itself. Pat- 
ents are put to sleep in an attempt to control the development of a por- 
tion of the data of the market. 

These borderline cases sometimes involve the intrusion of extra- 
market operations into the market in order to modify its working; in 
other cases the methods of the market are extended into the field of 
politics and other extra-market activities. The result is a mixture of 
market and extra-market operations. When confronted by a concrete 
problem of this type, the procedure of the economist is to apply his 
market theory and to correct its results by a common-sense appraisal of 
the particular extra-market operations which arc visible in the case 
under consideration. In* problems in which extra-market operations 
dominate the scene and market theory ha.s little or no relevance the 
economist has no technical competence at all. I’his is because he has 
no recognized theory of the purely extra-market operations. If he did 
possess such a theory, the mixed cases would c;ail, not merely for the 
correction of market theory by common sens<% l)ut for a synthesis of 
market theory and the theory of cxtra-mark<‘;t operations. Such a 
synthesis can be achieved only by those who art; masters of both the- 
ories. Thus the existence of bordt^rlint; cases reinforces our argument 
that the economist should develop the theory of e.xtra-market opera- 
tions himself. 


THE EXTENSION OE OONTROI. 

It will be noted that the exampl<‘s tjutjted abovt' all ref(*r to the be- 
havior of an economic unit in relation to other economic units. In 
some ca.ses the unit is an individual; in tuher cases, a group or firm. If 
we consider a firm or other organization, there* is also tht* problem of 
internal control or management. When w<* sp<*ak of market adjust- 
ments we concentrate attention upon the <‘xt(‘rnal htdiavior of the 
firm; but the adjustments usually involve; inte*rnal changes. These in- 
ternal problems arc studied under .such names as ‘ 'In isiness manage- 
ment,” “'per.sonned management,” ‘■‘industrial manag<;m<;nt.” Itisin- 

'"Cf. J. D. Bernal, Social Functions of Science (Lotwhnt, 1U3U); .see als<» W. H. Hamilton, 
Patents and Free Enterprise (“'reinporxiry National Kc-unoiiii<- C.'ommiuer Monographs,” No, 
31 [Washington, 19411). 
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teresting to note that the methods adopted to deal with such problems 
may be classified along lines analogous with our division between 
market and extra-market operations. Some of the problems of man- 
agement may be considered as problems of exchange. All production 
may be regarded as an exchange of certain materials and labor against 
the finished product. Pareto used the term “^transformation” to cover 
exchange of goods between individuals and production of certain goods 
by working on other goods; and he used the same method of analysis 
for both.^^ Professor Hicks approaches the problem of production in 
exactly the same way.^^ Not only are the factors of production ex- 
changeable against the final product, but one factor of production can 
be substituted for, that is, exchanged against, another in the produc- 
tive process. In the same way it may be argued that the consumer 
carries on a sort of internal exchange, substituting units of some com- 
modity for units of others in his own consumption, until he arrives at 
the most satisfactory combination of commodities in appropriate quan- 
tities. In the cases of the firm and the individual alike, this internal ex- 
change must take account, not only of the “technical” substitutability 
and complementarity of various goods viewed as factors in productive 
yield or consumer’s satisfaction, but also the terms on which these 
various goods and services can be acquired. It is the latter considera- 
tion which, in the opinion of many economists, distinguishes an eco- 
nomic problem from a purely technical one. But, as Professor Parsons 
has pointed out, when there is a plurality of individuals (as in the 
firm) the possibility of the coercion of one by another as well as ex- 
change between them is present. In other words, the problem of 
management is not entirely a problem of internal exchange, analogous 
to market operations. And the literature of industrial management 
(even in textbooks of general economics) covers many activities more 
analogous to extra-market operations, but internal to the firm. 

A useful classification of these internal activities is contained in a 
survey by the United States National Resources Committee of the or- 
ganizational structure of the American economy.^® Four “major or- 
ganizing influences” are distinguished: the market mechanism, ad- 

V. Pareto, Manuel d'economie politique (Paris, 1927), pp. 175 ff. 

1“ J. R. Hicks, Value and Capital (London, 1939), p. 78. 

T. Parsons, The Structure of Social Action (New York, 1937), p. 767; see also above, 
chap. V, 

The Structure of the American Economy, Part I: Basic Characteristics (Washington, 1939), 
p. 97. 
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ministrative co-ordination, canalizing rules, and accepted common 
goals. “The role which each influence plays at different times and at 
different places will vary; but hardly any significant event occurs 
without some element of organisation being contributed by each of 
these four influences.” The committee views the employment of the 
nation’s resources as a whole and does not lay much emphasis upon the 
distinction between internal management and external operations, al- 
though it implies that the market mechanism controls only the latter. 

While administration plays the role of coordinating the activities of individuals 
within economic units, the market functions to coordinate the activities between eco- 
nomic units It is not the sole influence coordinating the activities of separate 

economic units but operates within the framework established by canalising rules, in 
conjunction with the greater or less influence of accepted goals, and supplemented 
by threads of administrative control running between economic units.” 

But the report quoted studies these “controls” chiefly as they operate 
inside the economic unit; and their growing importance in the whole 
economic scheme, as compared with that of the market mechanism, is 
attributed to the development of large corporations, often interlocked, 
and of “economic interest” organizations which influence the policies 
of individual units. In other words, the effective unit of control (com- 
bining smaller “specific productive” units) has grown larger and 
larger. 

It should be noted, however, that the extra-market operations that 
are studied in the present chapter are not attributed to the enlarge- 
ment of the economic units but arc regarded a.s the extension to the 
field of external relations of those forms of behavior which are common 
in internal administration. The principles of exchange apply in both 
fields; but in both fields exchange is mexiified and often replaced by 
collaboration based on common ends, common habits, or the exercise 
of power. It has been observed that the administration of a very large 
corporation, such as American Telephone and I’clegraph, assumes the 
characteristics of government rather than business and that even its 
dealings with other firms and individuals become increasingly a mat- 
ter of politics.'® Profe.ssor Arnold has suggested that only confusion has 
emerged from the continued attempts to describe industrial empires in 
terms of property rights and bu.siness transactions and that, although 
exactions by business organization.^ are more readily tolerated than 
similar exactions by governments, there is little difference in fact.'” 

” Ibid., p. 108. Ibid., pp. tss fr. c:f. Danielian, op. at. 

Arnold, 7 he Folklore of Copit alixrn (New Haven, 1037). 
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The prevalence of extra-market ojjerations, as here defined, is there- 
fore recognized, though neither economic nor political theory has pre- 
viously been extended to take them fully into account. 

AN AID TO THE STUDY OF FACTS, NOT A SUBSTITUTE 

It is perhaps necessary to emphasize that the function of the theory 
of extra-market operations is analogous with the function of market 
theory, namely, to guide the economist in his search for significant 
facts. It is not to provide, once and for all, a comprehensive account 
and explanation of every particular operation which takes place out- 
side the market instead of inside it. Like market theory, it is an ex- 
plicit conceptual scheme under which observed facts can be grouped. 
It represents certain forms of behavior (in this case, outside the mar- 
ket) as the logical consequence of a given set of conditions or data, in- 
cluding a principle of behavior. To explain a particular extra-market 
operation in the real world, it is necessary to show that the conditions 
assumed by the theory coincide with the conditions observed in the 
concrete case under consideration; then the conclusions of the theory 
(the implications of the data) should agree with the consequences of 
these conditions in the real world. The theory is not a substitute for 
the study of the real world but an aid to its interpretation. It tells us 
what to look for. A good theory is one that directs our attention to the 
facts which are really significant for the problem in hand. A bad 
theory is one that directs attention to insignificant facts or promotes a 
search for facts which do not exist. 

Our theory of extra-market operations, then, will be used, in prac- 
tice, in the following manner. We may want to know whether, in a 
particular case, businessmen will accept the verdict of the market or 
attempt to obtain “protection” against it by legislative action. The 
theory should show the various conditions under which each course of 
action will be followed. In the particular instance, therefore, we must 
“look and see” which of these conditions is present in the real world. 
The procedure is similar to that followed in applying market theory to 
a concrete case. 

An economist who, when dealing with a particular problem, finds it 
necessary to supplement the conclusions of market theory by a “com- 
mon-sense” appraisal of extra-market operations does not, in fact, ap- 
proach the problem without any conceptual scheme, any more than 
the person without economic training approaches a problem of mar- 
See above, chap. iii. 
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ket behavior without some theoretical preconceptions. In both cases a 
conceptual scheme of sorts is implicit but not explicit; and it is likely 
to be an amalgam of personal prejudice and unexamined generaliza- 
tion. In the study of market behavior the economist prefers to use a 
conceptual scheme which has been stated explicitly and tested logi- 
cally. Similarly, it would seem better to have out in the open the con- 
ceptual scheme which he applies to extra-market operations and to 
subject it to the same logical criticism. 

DIVISIONS OF THE THEORY OF EXTRA-MARKET OPERATIONS 

“There is scarcely any limit to the developments of economic theory 
which are possible; but of those which are possible only a small part 
are useful in having a direct relation to practical issues, This is 
equally true of the theory of extra-market operations. Beyond a cer- 
tain point, elaborations of the theory arc practically useful only if relat- 
ed to concrete conditions. Like the revision of economic psychology 
advocated in chapter v, much of the theory will be shaped by local 
factors, and it is not useful to push its elaboration in general terms to 
the same extent as has been done with market theory. Our own ex- 
position of the theory will consec|uently be little more than an outline 
of the various types of theoretical construc^tion which promise to be 
useful. Particular attention will be paid to th<‘ ndations between the 
concepts of the theory of extra-market operations and those of the 
theory of the market. 

The theory of extra-market operations falls geiKTally into three sec- 
tions. The first section is an analysis of dissatisfaction with the working 
of the market, for this is the motiv<^ behind such extra-market opera- 
tions as are deliberately preferred to mark<‘t operations. It would be 
wrong to suggest, however, that people aIw^lys have before them the 
need to choose between these alternative forms of bediavior. One or the 
other may be followed habitually, until dissatisfaction with its results 
reaches breaking-point and stimulates a search for a more satisfactory 
method of action. Or the bn'-ak may ct>mc: only when the possibility 
of an alternative channel of behavior is brought to one’s notice by some 
external event. Nevertheless, if comph'tc satisfaction with the market 
were universal, there would be no need for a study of <rxtra-market 
operations. 

The second section of the theory c:on.sist.s of a classification of the 

A. C. Pigou (cd.), Atfrtwriah of Aljrrd Mat\haU (London, 1^25), p. 162; the same quo- 
tation was used in our diseus.sion of “Theoretic Blight,’* 
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various types of extra-market operations and of the ways in which they 
ftirnish, or at least promise to furnish, greater satisfaction than can be 
achieved, under existing conditions, in the market alone. This part of 
the theory is analogous to a survey of the technological data of gener- 
al economic theory; and the same problem arises as to how much de- 
tailed description is required. Without some study of technology the 
economic theory of production, for instance, could not exist. By limit- 
ing the technological data to a few formal relationships, such as mar- 
ginal substitutability of resources, the theory can be developed in very 
general terms. But most teachers of economics feel impelled to give the 
theory some contact with real problems and to illustrate the more for- 
mal assumptions of “pure” theory. On the other hand, it is not con- 
sidered desirable to make technological details of particular trades a 
principal object of study, except in some special fields, such as the for- 
eign exchanges, where this does tend to happen. We shall follow a 
similar plan, carrying out study of the technology of extra-market 
operations only as far as may be necessary to give life to the bones of 
pure theory. 

Finally, the third section of the theory attempts to classify the con- 
ditions under which dissatisfaction with the market does or does not 
boil over into the theoretically available channels of extra-market op- 
erations. The need for this section arises from the observation that 
people often continue with one form of behavior when it is evident, at 
least in the opinion of the outsider, that the other form of behavior 
would be more advantageous to them. It is in this section, too, that 
we shall correct the undue emphasis on rationality which might other- 
wise emerge from the first two sections of the theory. 

I. DISSATISFACTION ,WITH THE MARKET 

Extra-market operations are undertaken because they promise bet- 
ter results than can be achieved by strict adherence to market activities 
under existing market conditions. These results are assessed in rela- 
tion to the ends which would otherwise be pursued through the mar- 
ket. An analysis of dissatisfaction with the market, therefore, requires 
first an examination of these ends. 

Financial and nonfinancial motives . — The immediate end of much mar- 
ket activity is to obtain a sum of money; “the steadiest motive to ordi- 
nary business work is the desire for the pay which is the material re- 
ward of work.”^® Money, however, is itself usually a means to some 

A. Marshall, Principles of Economics (8th ed.; London, 1922), p. 15; quoted above also 
(chap. v). 
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other end; after it has been obtained it is expended on various objects 
or held for future use. For the purpose of market theory it is rarely 
necessary to go behind the financial motive (though it may be neces- 
sary to supplement it by taking account of nonfinancial motives). Ex- 
penditure may be directed to the cultivation of one’s higher faculties 
self-indulgence, objects of '‘pecuniary emulation,” charitable objects* 
or one’s basic physiological needs; this does not affect the analysis of 
the implications of the profit motive. Even if, as Marshall suggested 
many businessmen seek money primarily as 3t mark of successful 
achievement, the theory of market behavior is not in need of modifica- 
tion on that account, as long as the desire for distinction does not in- 
volve the sacrifice of financial gain.^** 

In the theory of extra-market operations, however, the more funda- 
mental ends cannot be ignored. In so far a.s they can be attained di- 
rectly by extra-market operations, without the intermediary of money, 
it is not sufficient to compare the financial results of market and extra- 
market operations. For instance, to organize a trade-union might 
yield an individual no financial return and might even diminish his 
personal financial success in the labor market; but it might .satisfy the 
desire for power and prestige far bett<*r than the earning of a consid- 
erable income by strict attention to business. On the other hand, the 
market, while providing a certain financial rerturn, may do violence 
to other desires, particularly for .social recognition. For instance, it is 
argued that low wages arc a less important cause of industrial unrest 
than the inferior status of wage labor, whit'h must work under super- 
vision.^^ The heterogcmdty of human niotiv<'s is therefore of greater 
importance for the theory of extra-market op<‘rations than for general 
economic theory. This renders more difficult the construction of a 
compact theory: it must cover a wider rangt‘ of possibilities than does 
the theory of the market. 

Even in market theory, as wc have setm,"'* nonfinaneial motives de- 
mand more attention tlran is usually aecorde<i thenx. 'I’he desire for 
personal prestige may sometimes Ix'' satisfied by large-seak* production, 
even though a smaller enterprise would yi<dd grc*at<T profits. Contin- 
ued operation at a loss is not unknown; tire motive is sometimes al- 
truism toward the ernployec.s. B<‘havior iir the inark<‘t is influenced by 
all that Veblen summed up in tlx” term “tlx' instinct of workmanship” 

The qtialiru ati<)ii.s were elabtjratrd in rhap. v. 

Cf, H. cle Mati, Psychitloi'y of StKuilism (Lcauhtn, p. O’C 

Above, chap. v. 
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and by professional ethics and moral codes, as well as by the calcula- 
tion of monetary gain. Nor is the desire for power and dominion a 
negligible factor in market activities. Very often these motives may 
be more easily satisfied through extra-market operations; or the diffi- 
culty of expressing them in the market may on occasion encourage the 
search for an alternative field of endeavor. The analysis of extra-mar- 
ket operations under the impulse of such motives as these is extremely 
difficult; and the prospects in this part of the field are not promising. 
In the first place we cannot hope to take them fully into account until 
the psychological investigations suggested in chapter v have borne 
fruit. Moreover, we are dealing here with ends which are commonly 
sought as much outside the market as within; we are approaching the 
borderline between extra-market operations as we have defined them 
and those other extra-market activities which even the practical man 
would consider to be “ noneconomic. 

In our analysis of dissatisfaction with the market, therefore, we shall 
concentrate attention upon the money motive and those more funda- 
mental ends for the achievement of which money is the usual instru- 
ment. 

Equilibrium theory implies dissatisfaction . — For the theory of extra- 
market operations it is essential to assume dissatisfaction with the re- 
sults of the market on the part of the individuals in question. This as- 
sumption is reasonable enough on empirical grounds and should not 
shock the theoretical economist. For equilibrium theory itself as- 
sumes, in effect, that dissatisfaction with the results of the market is a 
universal feature of economic life. Equilibrium theory assumes that, 
if there were any alternative market adjustment which promised a 
greater return, this would, in fact, be undertaken. The implication is 
that, even where equilibrium has been reached, the economic subject 
is not completely satisfied with the returns from his market activities, 
though he cannot see any other market activities which would be more 
satisfactory under existing conditions. It follows, therefore, that every- 
body has a motive to undertake extra-market operations if he knows of 
any which would yield better returns than the best returns available 
within the market. From this viewpoint equilibrium theory suggests 
that the problem is not why people sometimes abandon the market 
but why extra-market operations are not more common than they are 
in practice. However, equilibrium theory does not necessarily assume 
that this chronic state of dissatisfaction is very intense; the dissatisfac- 

See above, at the beginning of this chapter. 
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tion must merely be strong enough to overcome any obstacle to an- 
other market adjustment if that promised better returns. Whether the 
obstacles to extra-market operations are of similar magnitude is an- 
other question. 

The statement that equilibrium theory assumes a chronic state of 
dissatisfaction with the results of the market may appear strange when 
placed alongside the proposition, so common in economic writings, 
that total satisfaction is maximized in equilibrium or, if one objects to 
summing the satisfaction of different individuals, that each individ- 
ual in equilibrium draws the maximum satisfaction from the given 
conditions of the market. There is, however, no contradiction. The 
maximum satisfaction which is associated with market equilibrium is 
the maximum possible in the market under existing conditions; it is quite 
consistent with violent dissatisfaction with these conditions or with the 
limited returns which the market consequently yields to the individ- 
ual. Insufficiently careful expositions of welfare economics may some- 
times give the impression that, in equilibrium, individual satisfaction 
is maximized in an absolute sense; but the relativity of the “optimum” 
to the existing conditions of the market is too obvious to need elabora- 
tion here. 

Equity and exploitation . — It is true that economists have sometimes 
used languge that implied that the results of market operations should 
at least give no reasonable ground for dissatisfaction. For instance, 
J. B. Clark argued that the economic system would be inequitable— 
and the results of the market questionable — if one man could draw 
more out of the common stream of production than he contributed, 
while another drew less than his specific contribution. He satisfied 
himself on this point, however, by identifying the marginal productiv- 
ity of labor with labor’s specific contribution to the total product; 
since labor’s remuneration was equal to its marginal product (in equi- 
librium), labor received back the equivalent of its specific contribution, 
and similarly with the other factors of production. 

This type of sophistry is no longer fa.shionable. It is not possible to 
determine the specific contribution of any one factor to the fruits of 
co-operative production. Moreover, there is no certainty that the 
marginal productivity of a factor will yield a living wage. “It is quite 
conceivable,” wrote Wicksell, “that the output of a society may be 
large enough for all, but that the marginal productivity of labour is 

Cf. Robbins, op. cil., p. 1 38. 

J. B. Clark, The Disirihution oj Wealth (New York, 1908). 
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none the less so small that labour has only a slight economic value. 
Even if marginal product were the specific product of a factor, it would 
be difficult to argue that a wage below subsistence level was equi- 
table.®^ 

In their search for a precise terminology, economists are sometimes 
led to the use of words which are pregnant with associations quite for- 
eign to the analysis in hand. For instance, one source of dissatisfaction 
with the results of the market is the belief that one is being exploited. 
Karl Marx deliberately made use of this emotional association when 
he defined exploitation as working for longer hours than was necessary 
to produce one’s own wages. The working day he divided into two 
parts: necessary labor, which sufficed to support the worker himself, 
and surplus labor, the product of which was the object of the class 
struggle. “What distinguishes the various economic types of society 
from one another (distinguishes, for instance, a society based upon 
slavery from a society based upon wage labour) is nothing other than 
the way in which surplus labour is extorted from the actual producer, 
the worker.”®® The ratio of “surplus” labor to “necessary” labor was 
defined as the “rate of exploitation.” Marx had no scruples about 
working on the emotions as well as on the intellect. But modern econo- 
mists, such as Professor Pigou, claim that there is no place for emotion 
in the cold temple of science.®® It is surprising, therefore, to find them 
also using the term “exploitation of labor” and still more surprising 
that it should be defined as paying a wage below the marginal product 
of labor. ®^ This use of the term, apparently introduced by Professor 
Pigou, seems to have become common. According to Mrs. Robinson, 
“what is actually meant by exploitation is, usually, that the wage is 
less than the marginal physical product of labour valued at its selling 
price.”®® These writers, however, would probably disclaim any inten- 
tion of implying that workers have nothing to complain of if they do 
receive wages equal to the marginal product of labor. 

K. Wicksell, Lectures on Political Economy (London, 1934), I, 143. 

In such a case Wicksell favored paying only the marginal-productivity wage as 
wages and subsidizing the workers personally out of a levy on the income of the other 
factors; “it would be better to do this than to insist that every labourer employed should 
earn the subsistence wage,” since, on his assumptions, “that might have the result that 
many labourers would be unemployed, and with their families, would become entirely de- 
pendent upon poor relief” (ibid., p. 141). 

^Capital, trans. Paul (London, 1928), p. 214. 

A. C. Pigou, Unemployment (London, 1913), p. 11. 

A. C. Pigou, Economics of Welfare (3d ed.; London, 1929), p. 556. 

Joan Robinson, Economics of Imperfect Competition (London, 1933), p. 282. 
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Attention may also be drawn to Professor Pigou’s unhappy adop- 
tion of Marshall’s expression, “fair wages” to mean wages “about on a 
level with the payment made for tasks in other trades which are of 
equal difficulty and disagreeableness, which require equal natural abil- 
ities and an equally expensive training.”®® On this definition, “fair- 
ness” is a relationship between the wages of different groups of work- 
ers and not between the worker and his employer. There is no reason, 
therefore, to expect that workers will be satisfied with “fair” wages 
in this sense; they might not amount to a “fair wage for a fair day’s 
work” in the common meaning of this phrase. 

The kindest interpretation one can place upon the choice of such 
terminology is that the economists in question are not conscious of the 
emotional associations which these words arouse among working peo- 
ple. The worst interpretation would be that the terms are intended to 
carry the full ethical implications which the plain man would attach 
to them: that marginal-productivity wages are just and that wages 
equal to the rates paid for similar work are all that any worker has a 
right to expect. Rather than give the opportunity for such an inter- 
pretation, the economist should eschew such terms. In any case, even 
if particular rates of remuneration are considered by an outside ob- 
server to be just, this does not prevent the employer or the worker 
from being profoundly dissatisfied with them, 

Nbnfinancial motives . — Dissatisfaction with the market has been con- 
sidered, so far, primarily in terms of financial returns, because market 
theory is concerned primarily with the implications of the desire for 
money. In the case of the consumer, however, the market problem is to 
get the best value for his money in goods and services. The same paral- 
lel may be drawn between market and extra-market operations as in 
our consideration of financial returns: market theory, as usually ex- 
pounded, assumes that the consumer is never completely satisfied with 
the results of his total outlay. This is implicit in the suggestion that any 
substantial reduction in particular prices leads to some modification of 
the proportion of expenditure on different things. But consumers’ dis- 
satisfaction with the market is a less fruitful source of extra-market 
operations than producers’ dissatisfaction, because the extra-market 
operations open to an individual in the acquisition of finished goods, as 
contrasted with money income, are mostly illegal (e.g., shoplifting), 
while joint action requires an organization or the acceptance of com- 

Marshall, quoted by Pigou in Economics of Welfare, p. 549. 
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mon goals, which is more difficult to obtain in the case of consum- 
ers.®^ 

It is also necessary to supplement the discussion of producers’ dis- 
satisfaction by reference to the other conditions associated with the 
market, such as hours of work, congenial surroundings, and freedom 
from supervision. Equilibrium theory assumes a desire to maximize 
all the advantages of a particular occupation or employment of capi- 
tal and infers that a market adjustment will be made whenever, owing 
to a change in the data, any of the associated conditions can thereby be 
improved.®® From this it would follow that there is a general incentive 
to undertake extra-market operations whenever they promise better 
nonfinancial conditions and not merely when they promise better fi- 
nancial returns. 

If this were all that could be said about dissatisfaction with the 
market, the center of interest would shift immediately to the next divi- 
sion of the theory. The assumption of general dissatisfaction, with no 
indication of its intensity or of any variations in intensity over place, oc- 
cupation, or time, would not give any guidance as to where in the eco- 
nomic system extra-market operations might be expected. We could 
inquire, in any particular case, whether there is evidence of great dis- 
satisfaction and accept such evidence to show that extra-market opera- 
tions may be attempted. But that is not the same thing as obtaining 
from our general theory at least a hint as to where we are likely to 
find such intense dissatisfaction. To make this possible, the analysis of 
dissatisfaction must be carried further. 

Acute dissatisfaction caused by losses . — ^There is plentiful empirical evi- 
dence to support the proposition that dissatisfaction is disproportion- 
ately intensified by a reduction in financial returns or a worsening of 
conditions. That is to say, the satisfaction associated with an improve- 
ment in one’s economic position is often nothing compared with the 
dissatisfaction associated with a subsequent loss of that improvement. 
It is a common observation that people often do not appear any hap- 
pier as a result of an increase in income. There may be, temporarily, 
considerable jubilation; but that soon passes, as new financial respon- 
sibilities are assumed and familiarity with an improved standard takes 
the edge off the pleasure it used to give. On the other hand, however, 
decline in income, involving a considerable alteration in one’s way of 

” Cf. Persia C. Campbell, Consumer Representation in the New Deal (New York, 1940). 

‘'s Though, as we have seen (chap, v), the analysis is rarely worked out fully. 
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life, not only imposes an initial shock but often leaves behind a load of 
discontent. 

The psychological explanation of the former social fact is found in 
the mobility of attention. At a particular time a person’s hopes and 
ambitions are centered on certain unsatisfied desires, which (if he is a 
normal person) are not so distant as to be impossible, An increase in 
income brings the accomplishment of some or all of the more urgent of 
these hopes; and their accomplishment gives rise to self-congratulation 
as well as the joy of experiencing a long-anticipated pleasure. How- 
ever, attention soon shifts to new hopes, previously too ambitious to be 
seriously entertained but now, at the higher level of income, near 
enough to constitute an urge to their pursuit. As interest is aroused in 
these new ambitions, the recently won successes drop into the back- 
ground of the mind and come to be taken for granted. This is par- 
ticularly true in a society divided into social classes on the basis of in- 
come and where individual progress from class to class is common. 
Each rung of the social ladder brings another rung within reach; and 
it is the rung just above that is interesting, not those that lie beneath. 
And this is true of any part of the ladder, except near the very top. 
A similar tendency is visible in the housewife’s budget. The margin of 
indifference, inside which relative prices are not carefully scrutinized 
and the marginal-utility theory is not strictly applicable, shifts with 
the size of the income. 

A decline in income, however, does not involve a symmetrical adap- 
tation of ambitions and interests. In the first place, the hopes associ- 
ated with the previous income level become lost causes and remain for 
long an object of regret. In the second place, items in the standard of 
living which had come to be taken for granted and had sunk com- 
fortably into the background of interests must now be relinquished. 
The wants they satisfy are brought brutally into the center of con- 
sciousness; these wants include the maintenance of one’s position in a 
particular social class, with its personal tie.s as well as its social distinc- 
tion. Moreover, there is the unpleasant positive task of getting used to 
more modest circumstances and the new way of life that they entail. 
If it is a relapse to an old way of life, rather than an unfamiliar new 
one, the transition is not necessarily any easier; it may be complicated 
by the personal humiliation of returning to what one had spurned in 
the past. Finally, there may be added the fear of still further deteriora- 
tion in the social scale in place of one’s former hopes of further prog- 
ress. Sometimes the readjustment is successful; and people gradually 



BEYOND THE MARKET 


119 


discover in a more modest way of life, free from ambition, a content- 
ment that was lacking at a higher, but still insufficient, social position. 
But that is not the usual outcome. Generally people will make great 
efforts, outside the market if need be, to ward off the pressure toward 
a lower income. 

Resistance to change . — The causes of individual losses are varied. Apart 
from personal factors, such as illness or incompetence, and catastrophic 
events, such as “acts of God,’* these causes work through the market. 
An industry is depressed, or new competition springs up, or costs of 
production are increased by wage and price movements. These 
changes in the conditions or functioning of the market may be met 
in part through market adjustments: changes in the amount or kind of 
goods produced, changes in one’s occupation, changes in selling price 
or the wages demanded. It is when these market adjustments still leave 
the economic unit worse off than before the change in conditions that 
there is a strong incentive to any extra-market operations that promise 
better results. 

It is also worth observing that the resistance to market adjustments 
will generally be stronger, if more than mere money income is threat- 
ened by the changes in question. When small retail shops meet the 
overwhelming competition of chain stores, the appropriate market ad- 
justment might be for the small retailer to seek a position as employee 
in a large store. Indeed, his money income might thereby be in- 
creased. But this would involve the loss of his “independence” and the 
acceptance of an inferior status in the larger organization. Hence he has 
a special motive to support legislative restrictions upon chain stores or 
to undertake other extra-market operations with a view to retaining 
his own business. Again, the small farmer, who must abandon his 
holding to make way for extensive cultivation loses more than his 
money income; he may lose his whole “way of life.” Why should he 
respect the limits of market transactions in his attempt to escape this 
fate? Upon consideration it appears that many of the factors which 
are prominent in the analysis of the “imperfect mobility of labor and 
capital” also have their place among the motives behind extra-market 
operations designed to remove the need for mobility. 

One general cause of changed market conditions is technical prog- 
ress. In a later chapter we shall have more to say about Professor A. 
G. B. Fisher’s analysis of the economic implications of technical prog- 
ress and of the market adjustments which are necessary if the com- 
munity, as a whole, is to take full advantage of its increasing power to 
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produce.^® For our present purpose it is convenient to draw on and 
extend Professor Fisher’s discussion of the principal resistances to the 
necessary adjustments, for these resistances usually take the form of 
extra-market operations. Adopting the viewpoint of society as a 
whole. Professor Fisher describes as ‘‘unintelligent” the “desire to 
avoid the necessity for changes in the character of work and invest- 
ment.” But, when we adopt the viewpoint of the worker or the in- 
vestor, “it is scarcely surprising that both these groups are ready to 
take energetic steps, by government intervention or otherwise, to pro- 
tect themselves against the necessity for change,”"** If it is a questionof 
improving one’s position, the chief obstacle to the market adjustment 
may be sheer inertia or dislike for change. But too often technical 
progress necessitates a change which involves a decline in income, 
even if not so great a decline as will be experienced by the individual 
who chooses to remain in, or on the edge of, his old occupation. Sev- 
eral case studies have been made in the United States to discover what 
happens to workers displaced from their usual employment. The re- 
sults suggest that only a minority finally better their position; a con- 
siderable portion undergo a more or less prolonged spell of unemploy- 
ment; and, of those who do subsequently find employment, many- 
sometimes the majority — must accept a lower level of earnings than 
that to which they hiad been accustomed. ’- 

These cases in which the market destroys onc’.s previous livelihood 
and hopes present the strongest incentive to extra-market operations 
but do not always lead to this result, because suitable extra-market op- 
erations may not be readily available. A similar motive is effective, 
however, in cases where the market is less cruel to the individual but 
the opportunitie.s for extra-mark<‘t opc'ralion.s are greater or more ob- 
vious. Even a small decline in the profitability of a particular indus- 
try indicates the market verdict that labor and caipital should be di- 
verted to other, more profitable industries. But the diversity of ex- 
perience among those individuals who do transfer their investments or 
abandon their former occupation (as distinct from losing their capital 
or their job altogether) emphasizes the': risks which surround any 
others who might attempt to respond to tlu- “indicators” of the market 
mechanism. 

The Clash aj I’rafjesx atu! Seeurily O.tmtion, 193^). (’hajK, t atui ii; ficr chap. viiL 

ibid., p. 73. •‘I Ihul., p. H4. 

** Fur a summary of these stutlies see National KesoureeH Committee, Technokaid 
'Trends and Natiorml Palicy (Washington, 1937), pp. H3 86. 
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The deterrent is a double one. “There are the uncertain risks asso- 
ciated with the new type of work or investment; but also there are the 
certain losses associated with the abandonment of the old.”^® The 
former class of risk appears to be all the greater in periods of general 
depression or widespread disturbance. In more prosperous times suc- 
cessful readjustment by others is more frequently observed by the in- 
dividual; and the fear of insecurity is accordingly less pronounced. 
The motive for extra-market operations is correspondingly weaker in 
prosperity than in depression. 

The resistance to the adjustments implicit in progress may also take 
the form of barriers to the entry of new capital or labor into the in- 
dustries, for the products for which demzmd is increasing. If the in- 
ward movement can be checked by restrictions (through extra-market 
operations), the increased demand will raise the incomes of those who 
are already ensconced in the industry. It may be that the inward 
movement threatens to reduce the absolute level of earnings in the in- 
dustry and not merely to prevent them from increasing. The rules of 
professional associations and the laws which they induce parliaments 
to make for the control of entry illustrate the practical expression of this 
motive. Like other types of market adjustments, the inward flow of 
resources is not always caused by technical progress. Any factor de- 
pressing a particular industry or encouraging emigration tends to 
cause a flow of labor, and sometimes of capital, into some other em- 
ployments, thereby creating a motive to extra-market operations to 
keep the new competition out. 

A similar motive is supplied by the emergence of new competition 
in goods, as distinct from labor and capital. The most familiar ex- 
ample is that of cheap imports, which may be due to a hundred and one 
causes, ranging from improved transport to a depression in the export- 
ing country and from an increase in efficiency in the exporting country 
to a fall in the value of its currency. But even within a national or re- 
gional market new domestic competition may arise without any in- 
flow of resources into the menaced industry. Ail industries are, in 
varying degree, in competition with one another; and technical prog- 
ress or depression in one industry may lead to a price policy which 
cuts into the sales of another industry. 

In all these cases the common factor is structural change, whether 
due to progress or not. Progress is one of the causes of structural 
change, and only one of the causes of acute dissatisfaction with the 
Fisher, op. cit., p. 83. ** Ibid., p, 86. 
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market. This analysis of resistance to change, therefore, has wider sig. 
nificance than Professor Fisher has given it. 

If the opportunities for extra-market operations were equal in all in. 
dustries, we should expect them to be most frequent in industries which 
were adversely affected by structural changes. Economic theory of the 
usual type, therefore, comes to the aid of the theory of extra-market 
operations by facilitating the prediction of tendencies to structural 
change. When the economic system undergoes general fluctuations in 
prosperity, so that practically all industries may be depressed simul- 
taneously, the general dissatisfaction with the market is, of course, in- 
tensified. But, in so far as economic theory throws light on the vary- 
ing impact of a general depression upon different industries, it again 
indicates where to expect a particularly strong motive to extra-market 
operations. Conversely, since recovery, or even a prolonged boom, af- 
fects different industries differently, economic theory should help us to 
predict where the pressure for extra-market operations is most likely to 
be reduced. For instance, if it were not for differences in opportunity, 
we might expect extra-market operations to be more frequent in the 
capital-goods industries than in the consumers’-goods industries. But 
there are many other factors determining the relative severity of fluc- 
tuations in various industries. The main point is to note the assistance 
which ordinary economic theory may lend the theory of extra-market 
operations. 

Frustration of common aims: solidarity . — In the above discussion we 
have followed the usual practice of economic theory and concentrated 
attention upon the pursuit of individual ends. Ihe question arises as 
to whether the fact of “commonly accepted goals” hzis any important 
implications for the theory of extra-market operations. For instance, 
if the fullest utilization of technical progress along the lines indicated 
by Professor Fisher were a common goal for all members of the com- 
munity, irrespective of the sectional lo.sses it might involve, then the re- 
sistance to the neces.sary market adjustments and the corresponding in- 
centive to extra-market operations would be diminished accordingly. 
There would be less tendency for “increasing State intervention to 
take the form of buttressing and succouring those economic activities 
which do not offer reasonable possibilities of adaptation to the 
changes of economic climate which are inevitable in the circum- 
stances” and more support for extra-market operatiom designed to 
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secure greater flexibility of the economic system.^® This assumes that 
individuals recognize the role of their own personal difficulties in the 
whole process of progress, which, as Professor Fisher suggests, is still 
far from being the case. In this connection it may be observed that it 
is an essential taskf, in modern warfare, to convince the individual that 
the economic disabilities, imposed on him via the market, are indi- 
cators of adjustments which should be made in the interests of the com- 
mon goal of victory. Otherwise extra-market operations will be un- 
dertaken to protect sectional interests and, incidentally, to obstruct 
the adjustments which are necessary in “total war.”^® 

Apart from times of war and national catastrophe, commonly ac- 
cepted goals are usually confined to sectional groups. For instance, 
in countries in which labor “solidarity’’ is strongly developed, par- 
ticular workers are prepared to undertake extra-market operations 
even when they are not personally affected. “Sympathy strikes” are 
not uncommon. Again, practically the whole of organized labor in 
Australia, and not only the trades affected, opposed the wartime ex- 
tension of female labor into new fields unless male rates of wage were 
paid. Another example is the common attitude of farmers to changes 
affecting even some of their number. Professor Fisher suggests that 
it is curious that farmers should favor schemes to increase land settle- 
ment, for most professional organizations prefer to restrict rather than 
to encourage the entry of large numbers into their occupation. The 
only explanation he can offer is the farmer’s desire for a supply of 
cheap labor and his “profound misconception of the reasons which in 
fact make land settlement desirable.”"*^ But it is very common for a 
member of a group to identify his interests with those of each other 
member of the group. Admittedly, the farmer is misguided in his as- 
sumption that the creation of facilities for new farmers makes the 
position of every farmer more secure. But the fundamental cause of his 
willingness to support such measures is the sentiment of rural solidarity 
rather than lack of economic education, though that lack may be a 
factor strengthening the sentiment of solidarity. 

The relationship between the interests of the individual and those of 
the community, large or small, of which he is part will be further con- 

As urged by C. M. Wright, Economic Adaptation to a Changing World Market (Copen- 
hagen, 1939), p. 243. 

Cf. E. R. Walker and R. M. Beecroft, “New Developments in Australia’s War Econo- 
my,” Economic Record (Melbourne), June, 1941. 

Op. cit., p. 53. 
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sidered in our discussion of the objectives of economic policy.^® Here 
we note merely that commonly accepted goals are more likely to be 
furthered by extra-market operations than by spontaneous co-ordina- 
tion of market activities. The latter were referred to by Adam Smith in 
his famous dictum that “masters are always and everywhere in a sort of 
tacit, but constant and uniform combination, not to raise the wages of 
labour above their actual rate.”^® So, too, some Australian consumers 
refuse to buy cheap Japanese goods because they believe this competi- 
tion is inimical to the national interest. But extra-market operations 
such as the formation of trade-unions and employers’ federations and 
support of tariff increases, are generally regarded as more effective ex- 
pressions of group interests than the spontaneous co-ordination of 
market behavior. 

There is one further point to be made before vve begin the considera- 
tion of the various types of extra-market operation. Dissatisfaction 
with the market arises from past or expected results, and it is often not 
possible to determine the most important factor among those which 
produce unsatisfactory results. In the castis where it is plain that the 
fault lies with a certain set of conditions whicli can be readily dis- 
tinguished from the totality of market data, tlie dissatisfaction is likely 
to be directed specifically at these particular conditions rather than 
the market mechanism in general. If the unfavorabk' conditions them- 
selves can be traced to the deliberate: policy of individuals or groups, 
that is, to extra-market operations, tlu'-re is a challenge to the dissatis- 
fied persons to have recourse to similar methods in “self-defense,” 
Consequently, many cases of extra-market oj^'nitions appear, not as 
reactions against the market as .such, l>ut as coimtt‘rattacks to regain 
a position threatened by other people’s e“xtra-mark<‘t operations. The 
demand for retaliatory tariffs is a case in ptjint. Although the field of 
struggle appears to shift out of the markt't altogether in such instances, 
the link with the market remains; and the cxtrii-inarket operations can 
still be considered as competition “carried on by othtr methods.” This 
imposes a limit to our theory of extra-market operations. We do not 
attempt to deal with those political and other extra-market struggles 
which are not closely related to the market, by an attempt either to 
modify the results of the market or to evade its vta'dict on matters 
which could be, and often are, decided in tlu* market. 

See chap. xi. 

** The Wealth 0 / Nations (London, 1033), Hook I, <'hai>. viii. Bin Smith made many ex- 
cursions into the theory of extra-market operations. 
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II. CLASSIFICATION OF EXTRA-MARKET OPERATIONS 

Given a strong impulse to reject the verdict of the market, an in- 
dividual or firm (or, more generally, an economic unit) must consider 
the other means at its disposal. Similarly, a theory which is to guide 
our study of the facts must set out the various possible courses of ac- 
tion and indicate the conditions under which one is preferred to an- 
other. If we consider the methods by which various extra-market oper- 
ations promise better results than can be obtained from the market 
under existing conditions, it should then be possible, in a particular 
concrete case, to determine which of the methods would be preferred, 
on the assumption that their relative efficiency is the only factor in 
choice. This involves abstraction from the social and psychological 
factors which to some extent control the use of extra-market opera- 
tions. Some operations are illegal, while others, though not illegal, in- 
cur social disapproval. Some may be dismissed as too risky, yet others 
may exercise an attraction for particular persons because they give 
scope for exploratory behavior. These factors — the “other things” 
which are not equal but which vary from time to time, from place to 
place, and from person to person — ^will be considered in the third 
division of the theory. By abstracting from them at the present stage 
we should be able to see more clearly ffie modus operandi of extra-market 
operations. 

But, since our exposition of the theory is to be kept in general terms, 
it will not be possible to study the actual processes in any detail. As in 
the psychological investigations suggested in chapter v, the results of 
further studies will vary considerably in different localities or in dif- 
ferent occupational contexts. There is nothing to be gained by the con- 
struction of a theoretical model, showing all the details of an extra- 
market operation, in complete abstraction from the local facts which 
will largely determine its form. All we require at this stage is a classifi- 
cation of the principal types of extra-market operations and of the gen- 
eral channels through which they can improve upon the results- ob- 
tainable from the market. In approaching a concrete problem we 
shall then know the avenues that should be explored; we shall be in a 
position to ask whether, under the actual conditions of the case, the 
best results can be achieved by an economic unit which adopts meas- 
ures falling under one or more of the various types of extra-market 
operations which our general theory distinguishes. 

The various extra-market operations can be classified on two differ- 
ent principles: either according to the form which the behavior takes 
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(e.g., physical violence may be distinguished from agitating for a 
change in the law) or according to the channel through which results 
are to be achieved (e.g., making the market work more favorably roay 
be contrasted with evading it altogether). It is useful to establish both 
classifications and to consider the position of particular actions in re- 
lation to each of them. 

The second principle gives a smaller number of classes and may be 
studied first. The classes may be distinguished by asking what are the 
intermediate objectives of extra-market operations. By definition, the 
ultimate objectives are the same as are sought by market operations’ 
but, in pursuing these ultimate objectives, economic units seek to 
achieve, inside or outside the market, certain intermediate objectives. 
In the case of market operations the intermediate objectives maybe, 
for instance, a certain set of prices or scale of production. In the case 
of extra-market operations we may distinguish four intermediate ob- 
jectives: 

a) To circumvent the market and to obtain money, goods, or services without ofifering 
anything in exchange 

b) To alter the external data of the market so that, without any change in the prin- 
ciples of market behavior, the resulting prices, prcxluction, incomes, or the associ- 
ated conditions of work, etc., will be different from those obtainable with the orig- 
inal data 

c) To modify the principle.s of market behavior so that the same external market data 
will give rise to prices, production, incomes, or a.ssociatcd conditions different from 
those reached with the former principles of behavior 

d) To influence the scope for extra-market operations by other economic units. 

The last of these will be ignored in this division of the theory. It will 
be considered in our third division, along with other factors which in- 
fluence the actual use made of various pos.sibIe extra-market opera- 
tions. This reduces our cla.s.ses to three. 

The distinction between {b) and (c) is .somewhat arl>itrary, since the 
principles of behavior might be stated in the form of data: the ends 
sought by the various economic units and their methtxis of choosing 
between competing ends. But the distinction is commonly made in 
market theory, and it is equally convenient in the theory of extra- 
market operatiorus. It may be noticed that the line between {c) and {a) 
might occasionally be difficult to establi.sh, a.s when the principles of 
market behavior are modified to permit goods to be obtained for a 
“nominal” payment. 

But, generally speaking, the distinctions arc clear enough. As an ex- 
ample of {a) we might instance transfers of wealth through fiscal policy, 
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living on charity, or the profession of burglary. Examples of {b) are 
abundant: the formation of a cartel, the imposition of a customs duty, 
the prohibition of sales of alcohol. And under (c) we would classify 
coercion to modify price policy and the prevalence of generosity rather 
than self-interest in business relations. 

Techniques of extra-market operations, — Our other principle of classifi- 
cation turns on what people actually can do to achieve the above-men- 
tioned intermediate objectives. There are so many different things 
which they can do that this classification might be developed in con- 
siderable detail. To be serviceable, however, it must be manageable. 
We therefore distinguish four major classes, which are intended to 
cover everything; and within each class we distinguish two subclasses, 
which do not, however, purport to exhaust all the possibilities of the 
class in which they fall. Some of the subclasses cover a wide range of 
activities. 

1. Violence by one economic unit against another 

a) Violence to person, including physical compulsion or restraint 

b) Violence to property; forcible dispossession or destruction 

2. Specific instructions by one economic unit to another 

a) Backed by individual power: including threats of violence or of damaging busi- 
ness policies, such as price-cutting or boycott 

b) Backed by authority in an organization, including the power of the govern- 
ment or its agencies over the subjects of the state or the power of majority stock- 
holders over others or the power of a bank over its debtors 

3. Informal influence (without explicit instructions or rules) of one economic unit 
over the decisions and behavior of another 

a) Control of psychological conditions in which decisions are made, including the 
parade of power without direct threats, pressure for immediate decisions, ap- 
peals to sentiment 

b) Control of relevant information 

4. Establishment (or alteration) of general rules, binding on other economic units 

a) Enforced by an organization 

b) Enforced by social approval or disapproval 

This classification may well be improved as a result of further 
study, particularly through its experimental use in dealing with con- 
crete problems of extra-market operations. The latter is the real test; 
and, if we remain at the level of generalities, attempts to improve the 
classification will be directed toward symmetry and the avoidance of 
overlapping. But it does not follow that an elegant classification is a 
more useful analytical tool or that the borderline cases that can be 
imagined a priori will cause serious inconvenience in empirical in- 
vestigations. Admittedly, the four classes, distinguished above, shade 
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into one another; but overlapping is likely to' cause less trouble than 
would gaps between the various classes. It will also be observed that 
operations falling into one class may react upon those falling in other 
classes. This has a bearing upon our earlier inclusion of a fourth inter- 
mediate objective of particular extra-market operations, namely, to 
influence the scope for other extra-market operations. Consideration 
of this, too, may be postponed to the third division of the theory .so 

Taking this classification as it is, we may now examine each class in 
relation to the three intermediate objectives already distinguished and 
illustrate the type of operation which may be brought under each 
class. We shall also express an opinion regarding the relative fre- 
^juency or importance of the various types in practice, while recogniz- 
ing that practice will be different in different places, times, and cir- 
cumstances. 

1. Violence often involves the evasion, or even the destruction of 
the market. Forcible appropriation of goods or money and the attacks 
of John D, Rockefeller’s employees on the workers who were laying 
pipe lines are sufficient examples. But the destruction of industrial 
property is often to be regarded 2 is an alteration of the data of the mar- 
ket, designed to make the market conditions more favorable in the fu- 
ture. The kidnaping or murder of a competitor (practiced only in 
certain trades and countries) is also designed to alter the market data. 
It is difficult to see, however, how the practice of violence can achieve 
the third type of intermediate objective, namely, the modification of 
the principles of market behavior, witliout breaking up the process of 
exchange altogether. It is not proposed to investigate the technique or 

It is perhaps necessary to comment on the relationship between the above list and the 
National Resources Committee’s list of “controls” which regulate “the complex organiza- 
tion of resources” in the American economy. As noted above,' four controls are distin- 
guished: the market mechanism, administrative co-ordination, canalizing rules, and the 
acceptance of common goals. (Structure oj the American Economy^ Part I, p. 97). Although 
some of our classes deal with somewhat similar concepts, the purposes of the two lists arc 
quite different. The National Resources Committee considers the market as a mechanism 
controlling the total distribution of resources in the economy as a whole; we are concerned 
with the market as a mechanism through which the individual economic unit seeks its own 
ends. Similarly, we are not here concerned with the co-ordination of many economic 
units or their parts through “administration” or “rules,” but only with the attempt of one 
economic unit to give orders to another or to subject it to rules, so as to advance the inter- 
ests of the first unit. The National Resources Committee does not include violence among 
its controls, because in a generally peaceful community violence does not play an impor- 
tant part in the total organization of resources. But in the smaller world of the individual 
economic unit violence may loom large. In the third division of the theory ,’of course, we 
shall be concerned with the controls which regulate extra-market operations; and in that 
connection our viewpoint vdll approach more closely that of the National Resources Com- 
mittee. 
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“productivity” of violence here. Indeed, its study presents special 
difficulties and dangers — particularly where direct observation is re- 
quired. And in any case the extent of its use will depend more on legal 
and moral controls than upon the rewards which it offers to those who 
employ it. 

2. Specific instructions from one economic unit to another may the- 
oretically apply to ailmost any form of activity. Accordingly, they 
may be designed to achieve any or all of the three intermediate objec- 
tives. When a bandit orders his victim to hand over his cash or de- 
mands a ransom, this is action to achieve market objectives without 
recourse to the market. So, too, when compensation is sought through 
a lawsuit. But the dissolution of a trust or labor union, by order of a 
court of law, alters the data of the market, so that future transactions 
will yield different results. And when a city government resumes land 
at an arbitrarily fixed price, this involves a different principle of be- 
havior from that usually observed in the real estate market. 

The power to issue specific instructions is based, in the case of the 
bandit, on his superior armament and his willingness to use it. His 
threat of violence enables him to establish a relationship of authority 
over his victim. Other threats may serve in other circumstances, for 
instance, a large firm may order a small competitor to sell his business, 
or else. Here the power to issue an order rests on the superior resources 
of the large firm, which can ruin the small firm by price-cutting. 

In the other examples mentioned, however, the specific instruction 
is issued by an authority constituted through an organization; and this 
may be regarded as the more normal type of extra-market operation 
within this class. The greatest of all organizations is, of course, the 
state; but less important organizations may have considerable powers 
over their members. Political parties, trade associations, religious or- 
ganizations, and labor unions are examples. But a similar relationship 
of authority may exist as a result of agreements between businessmen 
or financial relationships between firms and their customers. When 
one economic unit is heavily indebted to another, it is likely to receive 
instructions from it. This even happens in cases where one unit — say, 
a large processing works — is the only market for the produce of other 
units. These relationships of authority are similar to those that exist 
when individual units are bound by the rules of an organization. 

The only distinction between class 2 and class 4 is that a specific in- 
struction applies to a single occasion, whereas a general rule requires 
a definite form of behavior whenever the prescribed conditions are 
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present. Apart from this there is no reason for considering separately 
the techniques of establishing an organization to issue instructions and 
one to enforce general rules. The problems which are common to both 
types of extra-market operations will be considered below under 
class 4. 

It is worth noticing, however, that the frequency with which one 
economic unit obtains obedience to specific instructions from another 
may raise difficulties in the use of the concept of an economic unit. 
If one unit is under the continuous supervision of another, it becomes 
in effect part of it and is no longer regarded as a separate economic 
unit for the purposes of economic theory, whatever view the law may 
take of it. But subjection to an occasional specific direction, either 
from an organization or from a powerful individual unit, does not con- 
stitute a sufficient loss of autonomy to render the concept of an eco- 
nomic unit inapplicable. The distinction is, of course, one of degree. 

3. Informal influence of one unit over another may have results 
similar to specific instructions, leading to the circumvention of the 
market, alteration of the data, or a modification of the principles of be- 
havior. This is most clearly seen in the case of a parade of force which, 
even in the absence of any overt threats or instructions, may induce the 
weaker unit to anticipate the wishes of the stronger, whatever they in- 
volve in terms of the three intermediate objectives distinguished 
above. But our second example, namely, pressure for quick decisions, 
is designed. rather to modify the principles of behavior, making it less 
rational because there is not sufficient time to weigh all relevant con- 
siderations. An appeal to sentiment is usually directed to a similar 
, objective. 

Control of relevant information, including the spreading of false 
rumors, does not alter the fundamental conditions of the market, but 
it does alter the data available to the economic unit which it is intend- 
ed to influence. From the viewpoint of the market conditions as a 
whole, the behavior of the economic unit is thereby rendered less “ra- 
tional,” though this behavior may not be less rational in relation to 
the information at its disposal. 

This class may also provide a convenient receptable for cases where 
advice is offered by one individual to another, which is sometimes a 
profitable extra-market operation for the one that gives the advice. 
But it is introduced for the sake of completeness rather than for its 
probable importance in practice. Perhaps its chief interest from the 
theoretical viewpoint is that there are some market operations, such as 
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advertising, which almost qualify for inclusion here. We have fol- 
lowed the convention of treating advertising as a market operation, be- 
cause it is taken into account, more or less, in market theory. It is, 
however, a favored method of achieving influence over the behavior of 
other economic units and might be regarded as being a borderline case 
between market and extra-market operations. 

4. The establishment (or modification) of general rules is probably 
the largest of our four classes of extra-market operations and has come 
to be of particular interest with the growth of state “intervention” in 
economic affairs. But it covers much more than attempts to influence 
legislation, as can be seen from the two subclasses which we have dis- 
tinguished. General rules might also include personal habits; but 
these may be ignored, since they can rarely be altered by other eco- 
nomic units, except through social pressure. 

Any of the intermediate objectives of extra-market operations may 
be gained through the application of rules. For instance, rules requir- 
ing the payment of taxes or contributions to other organizations or 
even charitable gifts achieve a transfer of wealth without any recourse 
to the market. Rules establishing import restrictions or the conditions 
on which capital may be borrowed or commodities which cannot be 
sold to the public or the legal hours of work or patent rights all de- 
termine in some degree the data of the market. Finally, rules may in- 
fluence principles of behavior in the market: the one-price system as 
against higgling and price differentiation, hard bargaining as against 
“economic chivalry,”^^ maximization of profit as against regularity of 
operation. 

Organizations as instruments , — It is in this fourth class of extra-market 
operations that the study of technique will most repay the economist. 
Consider, first, the wide range of rules which can be enforced by or- 
ganizations of all sorts, from the state down, and even by organizations 
extending beyond the state, such as international cartels. Since these 
organizations also provide the authority for a large number of specific 
directions, the study of their growth and functioning is particularly 
important in relation to extra-market operations. 

As far as the state is concerned, the field is already occupied by the 
sciences of law, politics, and administration; and the economist must 
draw upon them. But much of the ground must be worked over again, 
before the extra-market operations can be disentangled from other 
extra-market activities that are stimulated by another set of motives, 
Pigou, Memorials oj Alfred Marshall^ p. 323. 
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for, despite Veblen’s dictum that “representative government means 
chiefly, representation of business interests, students of government 
have been chiefly concerned with forms and administration rather 
than with the technique by which businessmen may manipulate gov- 
ernments. And so with the study of law.. It is said that “one cannot 
examine nineteenth century legislation without perceiving that or- 
ganized pressure from groups having a common economic interest is 
the sole explanation of many things upon the statute book,”®^ 
theless, jurists do not generally envisage law as an instrument for the 
pursuit of business interests but as a system of social control. It is in- 
teresting to notice that the view of law favored by Dean Pound has 
much in common with the “scarcity” definition of economics. “The 
legal order .... may well be thought of as a task or as a great series 
of tasks of social engineering; as an elimination of friction and pre- 
cluding of waste, so far as possible, in the satisfaction of infinite human 
desires out of a relatively finite store of the material goods of exist- 
ence. But extra-market operations to change or apply the law in 
the interests of a single economic unit might better be described as 
“private engineering.” It is not the business of the economist to re- 
write jurisprudence. But, if the jurist does not provide the type of 
analysis needed for the study of these extra-market operations, the 
economist must also study the processes by which the legal order is 
modified, as well as those by which it affects or circumvents the mar- 
ket. Dr. Odegard’s study of the Anti-saloon League illustrates the 
type of examination which might be undertaken on a larger scale, in 
connection with political movements more closely related to ordinary 
business objectives.^® 

The sciences of law and government concentrate their attention 
upon the supreme organization, the state. But similar problems arise 
within all other formally constituted organizations, however small, 
which impose obligations on their members to obey general rules or ex- 
plicit instructions. Sometimes the state itself supervises the exercise 
of authority within these organizations, such as restricting the de- 
mands made by a trade organization if they involve “restraint of 

T. Vcblen, The Theory oj Business Enterprise (New York, 1940), p. 286. 

S3 Roscoe Pound, Interpretations oJ Legal History (Cambridge, Mass., 1930), p. 113. 

^^Ibid., p. 156. 

ss P. H. Odegard, Pressure Politics (New York, 1928). I have not yet had an opportunity 
to examine S. D. Clark’s The Canadian Manufacturers' Association: A Study in Political Pres- 
sure and Collective Bargaining (Toronto, 1939). 
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trade” or supporting the organization in disciplining its members, as in 
German cartel law. But there is a wide range of methods and activities 
in which the state, at least in democratic countries, takes no interest. 
By grouping different organizations under more or less homogeneous 
types, such as labor unions and trade associations, some general prin- 
ciples may be discovered regarding the methods of establishment, dis- 
cipline, and choice of policy of each type.®® But the range of variation 
between individual organizations is considerable. 

It is particularly difficult to discern any uniformity in those organi- 
zations which are constituted by the direct relationships between one 
unit and another, such as banker and customer, factory and supplier of 
raw materials, employer and employee. For some purposes these or- 
ganizations must be considered as single units in themselves, and we 
are not concerned with their internal relationships when they are act- 
ing as units. But, when an employer instructs his employees how to 
vote, he is dealing with them not as parts of his productive unit but as 
other economic units covered by his organization; and this is regarded 
as an extra-market operation. Similarly, if a bank requires a customer 
to employ nonunion labor, this is a rule imposed by one economic 
unit upon another. The theory of extra-market operations can do lit- 
tle more than warn the economist not to ignore the possibility of such 
forms of behavior; there is little point in trying to formulate precise 
generalizations about them. 

Social norms as instruments . — Equally important in the control of hu- 
man behavior are those less formal rules which rest upon social ap- 
proval or disapproval and may never be promulgated by an overt or- 
ganization. Reference has already been made, in chapter v, to these 
social “codes” of behavior and to the need to establish their actual 
patterns, as an aid to the prediction of market behavior under varying 
conditions. Here, however, our main concern is with the extent to 
which these codes may be modified in the interests of certain economic 
units. At present our knowledge of the origin and development of such 
codes and the extent to which they can be altered by policy is but frag- 
mentary, especially as their patterns axe by no means clearly estab- 
lished. We also require, in this connection, that understanding of in- 
dividual deviation from social codes to which attention was drawn in 
chapter v. 

Attempts are made, of course, to control these codes through ethical 
teaching in the home, in school, and in church; and the possibility 

This has been attempted by many writere on labor unions. 
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arises that such teaching may be indirectly influenced by private or sec- 
tional interests. A Canadian historian has observed that in a period of 
rapid economic development in Canada, when the traditional mores 
were breaking down, ‘‘religious denominations tended to act as a con- 
servative force. In promoting the good, they were preserving the tra- 
ditional. Thus, apart from financial considerations, their interests 
tended to become identified with the economically sheltered groups in 
the community.”®^ But it is apparent that this type of extra-market 
operation does not, as a rule, promise results comparable with those 
that can be achieved through a change in the rules of a powerful or- 
ganization. 

Reviewing the various types of extra-market operations covered by 
our classification, the most important would appear to be specific in- 
structions and rules, imposed by authority in a legally constituted or- 
ganization. But, if there is little restriction upon the use of violence, 
this may be a highly “productive” type of extra-market operation; and 
even an apparently peaceful community may give scope for the use of 
threats to back specific instructions. The choice of extra-market oper- 
ations, however, does not depend upon their promised results alone. 
Account must also be taken of the limits of practicability, social con- 
trols, and other obstacles to action. These factors will now engage our 
attention. 

III. IRRATIONALITY AND SOCIAL CONTROLS 

In the first division of the theory we found the source of extra- 
market operations in dissatisfaction with the market. It is clear, more- 
over, that, other things being equal, these extra-market operations are 
most likely to be undertaken where dissatisfaction is intense — a matter 
on which existing economic theory throws some light. But these other 
things are not equal, and among them is the theoretical possibility of 
achieving better results through extra-market operations. Accordingly, 
a study of the “productivity” of different types of extra-market opera- 
tions, in general terms, forms the second division of the theory. It re- 
veals the various channels into which dissatisfaction may flow. But 
there are forces which complicate behavior in practice. There are 
strong deterrents to certain types of extra-market operations, which re- 
quire consideration in a third division of the theory. Often there is a 
reluctance to abandon the market, even temporarily, despite one’s 
dissatisfaction with its results; and sometimes the choice of particular 

S. D. Clark, “Economic Expansion and the Moral Order,” Canadian Journal of Eco- 
nomics and Political Science, May, 1940, p. 212. 
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extra-market operations is impulsive and irrational, showing little evi- 
dence of attempts to balance the relative productivity of different 
types of behavior. 

Irrational extra-market operations . — The last point requires special em- 
phasis. One of our principal criticisms of conventional economic the- 
ory is its failure to explore the implications of impulsiveness and per- 
sonal inefficiency in economic affairs. It would be no less a weakness 
in the theory of extra-market operations if it represented all behavior 
as due to a careful assessment of the possible lines of conduct and to an 
efficient comparison of their relative productivity in terms of the ends 
sought. Unfortunately, the scope for “irrational behavior” in extra- 
market operations is even greater than in market activities. Under 
stable conditions any continued internal inconsistency in market valu- 
ations or any recurring error of market judgment is likely to be shown 
up by extended repetition. It is frequently argued in economic 
treatises that, even though businessmen and consumers may make 
mistakes, they learn from experience. But operations designed to alter 
the data or the principles of behavior of the market are not repeated 
day after day. Either they succeed or they fail. If they succeed, they 
need not be undertaken again; if they fail, one is inclined to try some- 
thing else. Consequently, in all extra-market operations designed to 
achieve these two intermediate objectives, errors can be made without 
ever being corrected. The same is true of market activities in periods 
of great instability; but in the case of extra-market operations the 
scope for uncorrected error is considerable even in periods of compara- 
tive stability. It should be noted, however, that, if the same operations 
are not repeated several times, the observer has less evidence of the al- 
leged irrationality of the economic unit. Admittedly, the choice of 
extra-market operations in one set of circumstances may be incon- 
sistent with the choice made in apparently similar circumstances on 
another occasion. But how can the observer be sure that the circum- 
stances were substantially the same? In view of the heterogeneity of 
the motives behind extra-market operations, it is possible that the two 
situations differed in some important, but not obvious, respect, from 
the viewpoint of the economic unit. The difficulty of predicting be- 
havior is the same, however, whether it be due to a lack of consistency 
of behavior in identical situations or to differences in the situation 
which are not discernible to the observer. 

The importance of this problem should not, however, be exagger- 
ated. Many extra-market operations may be observed in practice 
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which are clearly related to what Marshall called ‘‘the steadiest mo- 
tives in business life”®® and are the result of “a close and careful 
watching of the advantages of different courses of conduct.”®® In all 
such cases the choice of extra-market operations turns on their relative 
productivity and the various controls still to be considered. The main 
thing is to be on our guard against the cases where this analysis is not 
adequate. 

Apart from a general caution regarding the possibility of behavior 
departing from the apparently rational course, the only suggestion 
that can be offered is that a procedure be applied similar to that neces- 
sary in market theory, namely, a search for socially determined errors 
which might be predicted from social patterns if these latter can be 
determined.®® The most flagrant instances of irrational behavior are 
likely to be those produced under the influence of mass emotion; and 
the general psychology of crowds may therefore give some indication 
of the errors of judgment which will be committed when mass emotion 
is active. 

Social controls . — We now consider the social controls upon the ac- 
tivities which constitute extra-market operations. Were it not for the 
obstacles which organized society places in the way of certain extra- 
market operations, the market itself would not be sufficiently devel- 
oped to be a worthy object of study. In particular, the use of violence 
and threats must be strictly controlled if buying and selling are to be 
conducted in peace; and the history of market activities shows them 
growing up under the shadow of the church, the town, and the state, 
as those authorities established some sort of law and order. On the 
other hand, the market cannot survive if a continued struggle for con- 
trol of the state absorbs the energy of sectional groups, each desiring 
to use the authority of the state to circumvent the market or to alter 
its functioning. Similarly, a market requires for its proper functioning 
some restraints upon those “doubtful” practices which benefit the few 
so long as they do not become general. 

It would be false to view the legal and other controls upon extra- 
market operations as measures designed purely for the defense of the 
market. Business interests are not the only ones that may be damaged 
by the prevalence of violence, and few political theorists have sought 
a complete explanation of the state in men’s desire to trade with one 

Principles of Economics, p. 15. 

Ibid., p. 21. 

See above, chap. v. 
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another. Nevertheless, confidence in the market as an institution and 
satisfaction with its results on the part of those who are successful are 
the natural allies of any system designed to limit the scope for violence 
and other practices which can be made to serve as extra-market opera- 
tions. 

The state is the supreme organization, but not the only one, which 
imposes controls upon extra-market operations. It is convenient to 
distinguish four types of rules which prevent or, on the other hand, 
favor recourse to particular extra-market operations: (a) laws en- 
forced by the state; (b) rules of other formal organizations, such as la- 
bor unions and trade associations; (c) the moral code indorsed by re- 
ligious doctrines and taught by religious organizations; and (d) the 
social codes inforced by group approval and disapproval. The im- 
portance of laws enforced by the state is apparent from the history of 
labor unions; the right to combine has at different times been expressly 
forbidden and expressly guaranteed, and the same is true of certain 
union practices. Enforcement of laws is, of course, the important 
thing, not their enactment. This is abundantly illustrated by the at- 
tempts to control or prevent monopolies by legislation.®^ As to the 
rules of other organizations, we may again refer to the trade practices 
indorsed and forbidden by trade associations and illustrated by the 
provisions of the N.R.A. codes.®^ The moral code indorsed by religion 
and the social codes enforced by group pressure help to determine the 
attitude toward violence, established property, coercion, and fraud. 

All these controls vary from place to place and from time to time. 
For instance, it is said (in Melbourne) that business morality is far 
“lower” in Sydney than in other Australian cities. One finds, too, 
significant differences in the attitude of different churches to economic 
legislation. And the rules of the state and other organizations are sub- 
ject to continuous revision in any country and vary from place to 
place. We have already raised the question of extra-market opera- 
tions designed to modify these controls, as distinct from operations de- 
signed to evade or alter the working of the market directly. We shall 
later find a parallel in the case of certain market activities which are 
designed not to maximize the immediate results obtainable in the 
market but to produce changes in the data, so that better results can be 
obtained in the future.®® In attempting to predict the extra-market 

Cf. W. H. Hamilton, Ami-trust in Action ('■‘Temporary National Economic Committee 
Monographs,” No. 16 [Washington, 1941]). 

Pearce, op. cit., Appen. A. ** See below, chap. vii. 
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operations which will be undertaken in given circumstances, we must 
take account, therefore, not only of the canalizing effect of the various 
rules which are effective in the time and place under consideration 
but also of the possibility that economic units may be dissatisfied with 
existing rules (as well as with the market) and seek to alter them 
through extra-market activities. 

In addition to these positive rules, there are other elements in the 
“social climate” which affect the extent of extra-market operations.®^ 
One of the factors is the degree of popular education in economic mat- 
ters — the degree of comprehension of the actual operations of the mar- 
ket and of the potentialities of extra-market operations. In this con- 
nection the academic doctrines of fifty years ago are of considerable 
importance today. Belief in the beneficent working of the laws of 
supply and demand is still a curb on the exploitation of extra-market 
operations. As the results of recent work on monopolistic competition 
permeate the popular mind (probably in distorted form), we may ex- 
pect idealistic respect for the market as an institution to diminish and 
the severely practical view of it as an instrument which particular in- 
terests may exploit in various ways to become more common. Of 
course, the academic teaching of fifty years ago is not the only source of 
vulgar economic theory. The .4-plus-5 theorem of Major Douglas, for 
instance, has undoubtedly strengthened many a person’s disposition 
toward extra-market operations which will alter the quantity of 
money.®® 

Another important element in the social climate is the general at- 
titude toward experiment as against routine. The conventional view 
of the businessman, in economic theory, depicts him as continually 
ready to try out new ideas in the market. Professor Schumpeter, how- 
ever, has emphasized that innovation is attractive to only a fraction 
of the business world. Many extra-market operations must be experi- 
mental. The problem has some affinities with that of uncertainty in 
market theory. Although extra-market operations often do not require 
a large investment of fixed capital, they do involve the diversion of re- 
sources away from other employment, particularly the time of busi- 
ness executives and sometimes the labor of hordes of minor employees. 

Cf. the views of Ohlin quoted below (chap. viii). 

For a suggestive treatment of the attractions of monetary reform as a political objec- 
tive see V. F. Coe, "Monetary Theory and Politics,” in H. A. Innes (ed.). Essays in Polhkal 
Economy (Toronto, 1938). 
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The only asset thereby created is an organization or body of opinion, 
which is of little value except for the purpose of specific extra-market 
operations. The losses associated with failure in this field are as real 
as those resulting from unsuccessful experiments in the business world. 
But willingness to experiment does not turn only on the willingness to 
run risks, there is also the attitude toward unfamiliarity. We can as- 
sure that in extra-market operations as in market activities innovators 
will be followed by a host of imitators, even before the results of their 
experiments are beyond doubt. It is the exploratory operations, which 
may initiate a wave of new extra-market operations, that will always 
be difficult to predict. 


CONCLUSION 

This completes our review of the many factors which may influence 
the extent and form of market operations. It does not provide a set of 
simple propositions formulated as general laws or a series of two-di- 
mensional diagrams. Those who think that theories must be of that 
form may contest our claim to have presented, in outline, a theory of 
extra-market operations. But the simplicity of a theory and the possi- 
bility of setting it out as a few general laws depend upon the degree of 
abstraction, as well as upon the complexities of the real world. Eco- 
nomic theory of the usual type can be presented as a few simple laws 
only as long as it is confined to a very high level of abstraction. As 
soon as we begin to make the categories substantial instead of formal, 
even market theory becomes primarily a classification of the various 
factors which may operate in a concrete case.®® 

It would not be impossible to construct a formal theory of extra- 
market operations, consisting of a few simple propositions, by ab- 
stracting from most of the complications reviewed in this chapter. For 
instance, we might construct a theory of the acquisition of goods by 
violence, as though that were the sole type of behavior. Any such 
theory, however, would be so remote from reality as to seem a mere 
caricature. We have chosen, therefore, to e.xpound a theory at a 
somewhat lower level of abstraction, even though this involves giving 
the impression of a catalogue of possibilities rather than a simple model 
of a single process. And we have not depicted in any detail the actual 
mechanisms associated with each of the possible factors in extra-mar- 


See above, chap. iv. 
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ket operations, because these mechanisms are likely to vary so much 
according to time and place. 

The only questions that remain are whether this theory is an im- 
provement on plain horse sense, as a method of approaching concrete 
problems, and whether there is enough of it to provide a basis for a 
synthesis with market theory. 

The first point can be finally demonstrated only by experiment. A 
priori, the case for a systematic review of the possibilities of extra-mar- 
ket operations before seeking to interpret a factual situation is the 
same as the case for a review of the possibilities of market behavior. 
Certainly there is no reason to expect that unaided common sense will 
find extra-market operations less complicated than market activities. 
But it is only in the study of practical problems that one can really 
test the value of an ‘'engine for the discovery of concrete truth.” 

The second point raises logical issues which cannot be thoroughly 
examined here, as to what is involved in the synthesis of two abstract 
systems, each abstracting not only from some of the factors covered by 
the other but also from certain other factors of the real world. Syn- 
thesis is possible only if the degree of abstraction from these other factors 
is comparable in both theories. At a high level of abstraction we 
might consider the economic unit as confronted by a series of possible 
lines of action, some inside and some outside the market, and choosing 
among them according to what they promise in terms of the ends 
sought by the economic unit. This brings us very close to Professor 
Robbins’ definition of economic theory, which imposes no limitation 
upon the forms that behavior may take, so long as it involves “disposing 
of scarce means which have alternative uses.”®’' But between that defi- 
nition of economic theory and its final application to concrete prob- 
lems comes the process of theoretic construction, in which market be- 
havior is considered in abstraction from extra-market operations. At 
the high level of abstraction implied in that definition, the synthesis 
of both forms of behavior has little interest. 

The appropriate place to effect the synthesis anew would appear to 
be not in the construction of the theory, for here abstraction has its 
uses, but in the study of the concrete problem. There the economic 
unit is confronted with the choice of several lines of conduct, according 
to the actual conditions. Some of these lines of conduct are those cov- 
ered by the theory of the market and the others by the theory of extra- 
s' op. cil., p. 16. 



At least tkeforefoing 



CHAPTER VII 

THE PROBLEM OF ECONOMIC CHANGE 


I N THIS and the next two chapters we come face to face with one of 
the most fundamental difficulties in the way of realistic econom- 
ics, namely, the impermanence of the conditions which form the 
premises of economic theory. “Economic situations,” writes Mrs. 
Wootton, “appear to have a peculiar quality of uniqueness. Mar- 
shall considered this an argument against the historical method: “In 
economic or other social problems no event has ever been an exact 
precedent for another.”^ But Mrs. Wootton regards this diversity of 
historical sequence as an argument against reliance upon theory; and 
it will be remembered that Professor Robbins gives it as a justification 
of “bigger and better realistic studies.”® Earlier in the book, when we 
raised this problem, it was suggested that the economist who wishes to 
advise on policy must, like the “practical man,” attempt to predict 
changes in the conditions of economic life, as well as the adjustments 
which will be made to given conditions. He cannot merely assume 
the continuation of conditions observed in the past, for they will often 
be out of date before the theory is applied. The question before us is 
whether the economist must rely entirely on his own personal judg- 
ment of how conditions are likely to develop or whether he can obtain 
some guidance from other sciences and from new developments in eco- 
nomic theory. If there is any hope of improving his judgment in this 
way, it is important that the point of liaison with other sciences be 
established and plans drawn, at least, for the necessary additions to 
economic theory. 

In view of the rather pessimistic attitude of many economists toward 
this problem, it appears to be necessary to explore it fairly thoroughly, 
and the discussion will extend over three chapters. This chapter is 
confined to a consideration of the logical basis of prediction: ques- 
tions of scope and method. In chapter viii we shall review some of the 
attempts made by other writers to work out a theory of economic de- 
velopment or to predict concrete changes in the conditions of economic 

I B. Wootton, Lament for Economics (London, 1938), p. 76. 

-A. C. Pigou (ed.), Memorials of Alfred Marshall (London, 1925), p, 166. 

3 See above, chap. iii. 
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activity. This will not provide a systematic history of theories of eco- 
nomic. development. Our chief purpose is to stress the fact that such 
theories have a place in the tradition of economic science and to com- 
pare the logical structure of these earlier essays with that developed 
in the present chapter. Finally, in chapter ix, we undertake the task 
which arises from each of our discussions of the various deficiencies of 
present-day economic theory, namely, to indicate the points of liaison 
with other sciences and to sketch the extensions which must be made 
to existing theory, if economic science is to make the greatest possible 
contribution to the solution of the particular problems under consid- 
eration. 

THE USE OF EXTRAPOLATION 

Life would be unbearable, and a scientific view of the world im- 
possible, if we could not assume some degree of stability in the condi- 
tions to which we must adjust ourselves. It is the usual practice of man 
to act on the assumption that the conditions of the past will continue 
into the future (or at least that part of it that immediately concerns 
him), unless there is good reason to the contrary. And what consti- 
tutes “good reason to the contrary”? The fundamental cause of un- 
certainty regarding the future is the observation of changes that have 
occurred in the past. The economist’s fear of the probable imperma- 
nence of the conditions which constitute the data of economic theory 
rests upon the belief that the tendency to change is itself a permanent 
feature of the world in which we live. It is recognized that the risks in- 
volved in extrapolation are not uniform for all conditions. Econo- 
mists have worried little over the possibility that a sudden change in 
human nature might invalidate predictions based on psychological 
postulates which were believed to be reasonably correct in the past. 

We find, therefore, a natural tendency to extrapolate future data on 
the basis of past experience, including past experience of the change- 
ability of conditions. From this it is but a short step to produce ob- 
served trends into the future, extrapolating the direction and rate of 
change as a continuation of past experience. “Something of inference 
respecting the economic changes of the future may be warranted from 
a study of the past.”^ 

There are two reasons why simple extrapolation on the basis of past 
trends is often considered unjustified. The first is that the past trend 
may itself be insufficiently clear. If the only source of doubt is the ex- 

^ D. A. Wells, Recent Economic Changes (London, 1890), p. 459. 
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istence of fluctuations, we may be prepared to produce the “secular” 
trend into the future, as an indication of the probable “central tend- 
ency” of future fluctuations. Sometimes, too, a past trend may be 
analyzed into its component factors. For instance, no statistician 
would extrapolate on the basis of past trends of population, without a 
preliminary analysis of the trends of age and sex composition and of 
the distribution of past fertility and of mortality over the various age 
and sex groups. Following such an analysis, it is possible to estimate, 
on certain assumptions, how far the future trend of population will di- 
verge from the trend indicated by crude extrapolation from past 
movements in population. Procedures such as these are designed to 
establish more clearly the “true” trend of the data in the past, before 
producing them into the future. If, when all this has been done, past 
changes do not yield an unambiguous trend, there is no satisfactory 
basis for extrapolation. 

The determination of past trends and the extrapolation of future 
changes is more readily undertaken in the case of conditions subject to 
precise measurement, such as population, than in the case of changes 
usually conceived as qualitative rather than quantitative, such as in- 
dustrial technique, human wants, and the institutional framework of 
economic life. Yet it is common to speak of an increasing tendency to- 
ward the mechanization of agriculture or a growing instability in the 
demand for luxury goods or a trend toward a stricter regulation of 
monopoly; and, in the absence of good reason to the contrary, we ex- 
pect these past developments to continue, at least in the immediate fu- 
ture. If we set out with the intention of estimating future trends as ac- 
curately as possible, the use of various statistical measures to render 
somewhat more precise our knowledge of these past trends will re- 
ceive a new impetus. While the susceptibility of changes to measure- 
ment varies for different types of conditions, extrapolation requires the 
fullest utilization of whatever indicators we can gain regarding the 
magnitude of past changes. This does not mean that we should sub- 
stitute sets of figures for patterns of behavior or mental attitudes or 
that we should be uncritical of statistical totals and averages which 
hide significant qualitative differences. For purposes of extrapolation 
the determination of the general direction of past changes may be 
more valuable than the attainment of a spurious degree of precision in 
a statistical index which tells only part of the story. 

The second reasqn why we sometimes cannot accept the results of 
pure extrapolation is that the study of the past may have suggested a 
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causal law of change. If the causes which have produced changes in 
the past appear to be no longer present, extrapolation must be correct- 
ed according to the knowledge (or theory) at our disposal. Economists 
have often ventured to comment on the causes of past changes. For 
instance, Marshall gives a fairly full discussion of factors conditioning 
the health, strength, and skill of the population, which are among the 
factors likely to change in the course of time.* But his purpose ap- 
pears to be to inform his reader of certain current tendencies rather 
than to establish a technique for the systematic correction of pure ex- 
trapolation. In any case it was just such excursions by Marshall into 
“amateur technology” that earned the reproach of Professor Robbins;® 
and many modern writers agree that this is “not economic theory.*’ 
The real point at issue, however, is whether our beliefs regarding the 
causes of change, which must be taken into account in any prediction 
of future trends of the data, are based on the best available scientific 
evidence. This requires collaboration between the economist and 
other types of scientist, or at least the utilization of such findings of 
other sciences as are relevant. And, if the causes of change are to be 
found in the processes studied by economic science, the latter, too, has 
a part to play in the correction of results obtained by pure extrapola- 
tion. 

We may distinguish three methods of predicting changes in the con- 
ditions of economic activity, all of which may be considered scientific. 

1 . Extrapolation of past trends, where the trend is unambiguous and 
there is no evidence of “disturbing” causes: 

2. Extrapolation of pzist trends, “corrected” according to the findings 
of other sciences, regarding the causes of changes 

3. Extrapolation of past trends, “corrected” according to the findings, 
if any, of economic science regarding the causes of changes 

The third possibility depends upon the formulation of a satisfactory 
theory of economic development and upon its applicability to concrete 
cases. If a realistic theory cannot be constructed, economists will be 
limited to the use of the other two methods. To the extent that other 
sciences predict changes accurately, any economic theory of develop- 
ment is superfluous; and all the economist need do, if the other sci- 
ences exhaust the field, is to adopt the predictions of the other sciences 
as assumptions for his own analyses. For instance, if it is predicted by 

® A. Marshall, Principles of Economics (8th ed.; London, 1922), Book IV, chaps, v and vi. 

* L. Robbins, Essay on the Nature and Significance of Economic Science (1st ed.; London, 1932), 
p. 65. 
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soil scientists that erosion is going to reduce the cultivable area in cer- 
tain districts, the economist adopts this finding as a datum. Or, if the 
plant pathologist predicts that the spread of a particular pest will be 
checked as the result of the introduction of a parasite, we take as a 
datum not the extrapolation of past experience of the spread of the 
pest, but its promised eradication. But, if other sciences do not predict 
changes in full and if there are ascertainable causes of changes within 
the field of economics, these causes should be made the subject of 
study by economists: 

THE PURPOSE OF A THEORY OF DEVELOPMENT 

It is necessary to be clear as to the scope and function of such a the- 
ory of economic development. We do not seek to “predict the com- 
plete course of an uncontrolled history”;^ theory is “not a body of con- 
crete truth, but an engine for the discovery of concrete truth.”® To 
unravel the implicit consequences of given concrete conditions, we 
need the assistance of a conceptual scheme. It is the complexity of the 
real world that makes economic theory necessary in any attempt to 
elucidate the consequences of given conditions; and it is evident that 
the forces making for changes in conditions are even more complex 
than those involved in adjustments to given conditions. How essential, 
therefore, is a conceptual map to guide us in our search for the signifi- 
cant facts in relation to changes in those conditions. A pure theory of 
economic development, like the pure theory of the market, would con- 
sist of a set of assumptions and a logical structure based on them, lead- 
ing to significant conclusions and providing a basis for the classification 
of observed facts according to their significance. But there is this im- 
portant difference. In the theory of the market the assumptions are 
chosen and the analyses directed so as to yield conclusions about be- 
havior in the market under given conditions. But in a theory of eco- 
nomic development the assumptions and analyses must be designed 
to yield conclusions about changes in the conditions which form the 
data of present economic theory. Such a theory of development would 
not by itself provide a “formal outlirie of probable developments;”® 
the latter can be obtained only by applying the theory to the observed 
conditions. It will serve a purpose similar to that of existing theory in 
the investigation of a concrete problem, namely, it will classify the ob- 
served facts according to a significant scheme and tell us what facts to 
look for in a particular instance. But, whereas existing theory, taking 
Ibid., p. 125. * Pigouj op. cit., p. 159. ® Robbins, op. cit., p. 132. 
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its conditions as given, can be applied only to predict what will happen 
if conditions do not change, it is hoped that a theory of development 
can be applied to predict how conditions will change. 

THE MEANING OF DEVELOPMENT 

It must be recognized, however, that “development” is used in a 
number of different senses, which must be distinguished from that 
adopted here. For instance, the term “theory of economic develop- 
ment” is sometimes applied to a theory covering the adaptations of the 
market to changing economic conditions. Thus a contrast is drawn 
with the economics of stationary states. The term “development” has 
even been used without any assumption of changing conditions. Pro- 
fessor Lindahl gives as the aim of economic theory “to provide theo- 
retical structures showing how certain initial conditions give rise to 
certain developments.”^® On this definition the establishment of equi- 
librium, as a result of certain initial conditions, might be called “de- 
velopment.” Thus Professor Lindahl says that, “properly interpreted, 
static theory also [i.e., as well as dynamic theory] has for an object eco- 
nomic developments taking place in time, only the variables studied 
do not change their values with the lapse of time.”^^ Dynamic the- 
ory, according to Professor Lindahl, takes for its data (a) the original 
plans of the economic subjects (which are “neither fully consistent 
with one another nor with the external conditions” {b) the revisions 
which are likely to be made subsequently in these plans if the results 
and external conditions are different from those expected; and (r) 
“enough knowledge of external conditions to be able to make definite 
statements with regard to future changes in plans, and the results of 
actions undertaken.” With these data “it should be possible to pro- 
vide a theoretical construction of the developments that will be the 
outcome of the initial position.’”® There is as yet little agreement 
among economists as to the most useful meaning of the term “dynam- 
ics”;^"* this and other analogies from mechanics are employed without 
sufficient examination of the extent to which the fundamental con- 

E. Lindahl, Studies in the Theory oj Money and Capital (London, 1939), p. 23. 

ii/iiV., pp. 31-32. p. 38. ^^Ibid., pp. 37-38. 

1'* Cf. also J. M. Clark, Preface to Social Economics (New York, 1936), p. 196; C. F. Roos, 
Dynamic Economics (Bloomington, Ind., 1934), p. 7; F. H. Knight, The Ethics of Competition 
(London, 1935), p. 161; J. R. Hicks, Value and Capital (London, 1939), p. 115; R. F. Har- 
rod. The Trade Cycle (London, 1936); J. A. Schumpeter, Theory of Economic Development 
(Cambridge, Mass., 1934); E. Barone, Le Opere economiche (Bologna, 1936), I, 79; M. Pan- 
taleoni, Erotemi di economia (Bari, 1925), II, 75; etc. 
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cepts of mechanics are applicable to economic affairs. Admittedly, 
the term “development” is open to objection because it, too, is already 
used in several senses. But no other term suggests itself as equally con- 
venient. 

It must be made clear, therefore, that the developments which we 
are to study are the changes in the data of economic theory, and not 
merely the changes in the dependent variables or conclusions which may 
follow a change in the data. Our task is to construct a theory which 
will aid the economist to obtain “enough knowledge of external condi- 
tions” to permit prediction, even when those conditions change. 

IS A THEORY OF DEVELOPMENT POSSIBLE? 

It may not be immediately apparent that a useful theory of econom- 
ic development can be constructed. Professor Robbins informs us that 

the prospects are very doubtful In the last analysis the study of Economics, 

while it shows us a region of economic laws, of necessities to which human action is 
subject, shows us, too, a region, in which no such necessities operate. This is not to 
say that within that region there is no law, no necessity. Into that question we make no 
enquiry. It is only to say that from its point of view at least there are certain things 
which must be taken- as ultimate data.*® 

But, once this pronouncement is understood, it need deter nobody. 
All it means is that economics assumes certain conditions as given and 
explores their implications. Therefore, it does not explain those con- 
ditions. There may be an explanation, but economics does not seek it, 
in so far as economics studies only the implications of its data. 

There still remains the problem of where explanation of these con- 
ditions can be found, if at all. Professor Robbins glances at some of the 
chief categories of data for economic theory, namely, population, tech- 
nique, and the legal framework, and concludes that none of these is 
likely to change primarily, or even largely, through the processes which 
existing economic theory investigates. Of population changes he con- 
cludes: “We may all venture our guess. But surely economic analysis 
can have very little to do with it.” Of changes in technique, his ver- 
dict is that “we need postulate no ultimate indeterminism, if we as- 
sume that, from the point of view of our system, such changes are un- 
predictable.” Coming to the legal framework, he concedes that “there 
is an important sense in which the subject matter of political science 
can be conceived to come within the scope of our definition of eco- 
nomics.” But the “manifest dependence” of change upon “the hetero- 

Op. cit., pp. 131, 135. 
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geneous elements of contingency, persuasion, and blind force” renders 
prediction practically impossible. “There is no technique in econom- 
ics which enables us to forecast these permutations of the spirit.”^® 

THE DATA OF ECONOMIC THEORY 

A more systematic investigation is required, however, before accept- 
ing this negative attitude. Professor Robbins does not examine all the 
data of economic theory, and his discussion of the three mentioned 
above is but cursory. We may adopt the same starting-point, but the 
matter must be carried further. 

First, it is essential to have a clear idea of the conditions the con- 
stancy or variability of which is the objective of study. What are the 
data of economic theory? If it were customary to expound economic 
theory in strictly logical form, we might expect to find the data or as- 
sumptions listed in the books on “elements” or “principles” of eco- 
nomics. But such lists are rarely encountered, because the economist’s 
preoccupation — despite all denials — with practical policy usually 
leads him to couch his exposition in substantial terms and to avoid an 
unduly formal arrangement of assumptions and deductions. 

We shall make use of a well-known list, suggested by Professor F. H. 
Knight. It is intended to cover the “factors in regard to which change 
or the possibility of change must be studied” and is therefore particu- 
larly suited to our purpose. The list is as follows: 

1 . The population, numbers, and composition 

2. The tastes and dispositions of the people 

3. The amounts and kinds of productive capacities in existence, including 

a) Personal powers 

b) Material agents 

4. The distribution of ownership of these, including all rights of control by persons 
over persons or things 

5. Geographic distribution of people and things 

6. The state of the arts; the whole situation as to science, education, technology, social 
organization, etc.^^ 

In a later study of “Statics and Dynamics,” Professor Knight gives 
a modified list of the “given conditions of the statically continuous 
economic life.” This list is notable chiefly for the addition of two other 
factors to those quoted above. One is “public policy in its various 
phases,” which, in discussing his earlier list, Professor Knight stated 
to be “indistinguishable from number 2, tastes and dispositions,” al- 
though it seems to be also related to No. 6, “social organization.” The 

p. 134. Risk, Uncertainty, and Profit (Boston, 1921), p. 147. 
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ot±ier is “monetary conditions,” which might also conceivably be in- 
cluded in No. 6. 

Each item on the list is, of course, a mere heading, under which 
various substantial conditions may be classed. For instance, the dis- 
positions of the people might vary with respect to their preferences for 
work and leisure or their susceptibility to institutional norms, such as 
were considered in the previous chapter. Only certain of the conceiv- 
able assumptions under each head have hitherto been made the sub- 
ject of theoretical constructions. On the other hand, certain particu- 
lar assumptions have been common to almost all theoretical essays. 
For instance. Professor Knight, as we have already seen, considers it 
essential to the theory of exchange that, under No. 4, there should be 
no control by persons over other persons.^® Similarly, a particular legal 
structure and a particular technology are assumed in most economic 
discu^ion. 

As a general classification of the data of conventional economic the- 
ory, the list may be regarded as satisfactory, except for one serious 
omission, namely, the extent and nature of competition. The “mar- 
ket situation,” with regard to the number of sellers and buyers, and the 
degree of standardization of the product are important conditioning 
factors in economic analysis, which do not fit so readily into No. 4 or 
any of the other classes listed as to render special mention superfluous. 
The possibility of changes in market situations is one of the problems 
for a theory of economic development; and it is convenient, therefore, 
to extend Professor Knight’s list of the data of economic theory ac- 
cordingly. For Professor KLnight’s own purpose (the study of free en- 
terprise) it was more convenient to treat the question of monopoly else- 
where, its absence, like that of predatory activities, being treated as a 
necessary assumption for the free-enterprise economy. In considering 
the tendency toward monopoly from the latter viewpoint, Professor 
Knight does, in fact, enter the field of the theory of economic develop- 
ment, as here conceived.^® His comments on predatory activities are 
also of importance in relation to our theory of extra-market operations. 
For the purpose of the theory of economic development, however, 
changes in attitude toward extra-market operations may be brought 
under the tastes and dispositions of the people, and the state of the arts, includ- 
ing social organization. 

Allowing for the addition of “market situations,” it may be asked 

See above, chap. v. 

Cf. Risk, Uncertainty, and Profit, chap. vi. . 
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what phenomena, if any, are not covered by so comprehensive a list. 
For the purpose of an explanatory theory, however, a line must be 
drawn between data and conclusions^ between independent variables 
and dependent variables. Professor Knight reduces the dependent 
variables to three: 

1. The prices of final goods and services 

2. The prices of productive services 

3. The allocation of productive resources among enterprises within each industry®** 

These are considered to be the results of the operation of the economic 
system and vary according to the concrete content of the data; 

Professor Knight remarks in parenthesis that “the distribution of 
final products among those who supply productive services is taken 
care of by the prices of the services and ownership,” of which the 
former is a dependent variable and the latter one of the data. If we 
elevate the distribution of final products to the rank of a fourth depend- 
ent variable, we may say that the final positions of all four are implicit 
in the original conditions listed above. 

This distinction between data and conclusions is not, however, so 
clear as at first appears. For instance, the third dependent variable, 
namely, “allocation of productive resources among enterprises within 
each industry,” might be classed under No. 5 on the list of data — “geo- 
graphical distribution of people and things” — and in some cases under 
No. 6 — “the distribution of ownership.” Certainly, the fourth depend- 
ent variable, namely, “the distribution of final products,” could be 
classed under No. 6, in so far as the products can themselves be used 
in further production. In these cases the distinction between data and 
conclusions can be maintained only with respect to an agreed trans- 
action or an agreed period of time. If no such limit is imposed, the 
theory may include among its conclusions changes in the data. 

ENDOGENOUS DATA-GHANGES IN ECONOMIC THEORY 

This point has been frequently stressed by Professor Knight: 

Needless controversy and wasted effort have resulted from overlooking the fact 
that constants from one point of view may be variables from another.®*^ 

The means of want-satisfaction and the resources used to produce them, and the 
technology and business organisation according to which the process is carried out — 
all are data, causes, independent variables, in some regards and with reference to some 
time periods, and all are effects, dependent variables, in other regards and with refer- 

®° The Ethics of Competition, p. 174. 

“Ethics and the Economic Interpretation” (1922), reprinted in The Ethics of Competi- 
tion, p. 20. 



152 FROM ECONOMIC THEORY TO POLICY 

ence to other time periods. The only ultimately independent variables are those fea- 
tures of nature and human nature which are in fact outside the power of economic 
forces to change, and it would be hard to say what these are.®* 

Professor Robbins admits that “it is not always easy” to draw the dis- 
tinction between endogenous changes (due to changes in the data) and 
exogenous changes (in the data themselves). “As Professor Knight has 
often pointed out, in some societies there exist definite financial incen- 
tives to certain individuals to produce changes in the data.” Professor 
Robbins holds, however, that “over a large part of the field the classi- 
fication (exogenous and endogenous changes) is intelligible enough 
and a positive aid to clear thinking. Until matters have been classified 
very much further its retention seems essential.”^® 

It is, of course, only in practice that the problem of distinguishing 
between the two arises. In theoretical constructions there should be 
no difficulty in maintaining the distinction, if we desire to do so. All 
that it requires is an appropriate choice of assumptions. The same 
change may be exogenous to one set of assumptions but endogenous 
to another set. The difficulties encountered in the real world, in draw- 
ing the distinction between changes that can be regarded as endoge- 
nous to the economy and those that are exogenous, arise from doubt 
as to which set of assumptions is the more significant for the problem 
under consideration. A theory of economic development can easily 
be constructed by adopting assumptions which imply changes in the 
data, thereby making these changes endogenous instead of exogenous. 
Whether such a theory has any bearing on the course of economic de- 
velopment in the real world is another matter, which can be settled 
only by checking the theory against the facts. 

If we approached the problem of constructing a realistic theory of 
economic development ab initio, the logical first step would be toxon- 
sider each of the accepted categories of data and inquire as to the ex- 
tent to which changes appeared to be the result of economic processes 
or of other influences outside the economic world. This we shall at- 
tempt, if only on a small scale. However, in view of the fact that we 
do not begin with a tabula rasa but with the whole of economic theory 
in the background and are considering the possibility of building a 
theory of development onto the existing body of doctrine, it is worth 
considering Professor Knight’s problem a little further. We shall see 

^ “The Limitations of Scientific Method in Economics,” in R. Tugwell (ed.). The Trend 
of Economics (New York, 1924), p. 263; reprinted in The Ethics of Competition, p. 142. 

23 c 27., pp. 127-29. 
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that, with the appearance of the same quantities as the results of one 
process and the conditions for another, economic development, as we 
have defined it, has already crept into economic theory, despite the 
economist’s preoccupation with the study of “equilibrium” and of ad- 
justments to given conditions. 

Consider, for instance, the first two dependent variables in Professor 
Knight’s list, namely, the prices of final goods and the prices of pro- 
ductive services. In any historical period certain prices have already 
been established as the result of preceding conditions. These existing 
prices constitute data for the individual economic agents, who adjust 
their behavior accordingly. If a succession of periods be studied, “a 
dependent variable in the system of to-day becomes an independent 
variable in that of to-morrow.”^'* When we embark upon Marshallian 
“long-period analyses,” we allow time for changes to “work them- 
selves out” by influencing later short-period adjustments.”^ Indeed, 
Marshall allowed not only for changes in prices but also for such 
changes in technique as are consequent upon the long-period expan- 
sion or contraction of output which is taking place. So, too, in all “se- 
quence analysis” or study of the phases of fluctuations the adjust- 
ments made in one arbitrarily chosen period help to determine the 
conditions to which adjustments are made in the next period. 

When the final outcome is a state of equilibrium in the four depend- 
ent variables, it is permissible, of course, to conceive this as the conse- 
quence of an initial set of conditions, relating to the period before any 
prices had been established. Comparing this original situation with 
the final equilibrium, prices would then appear in the conclusions of 
the theory but not in the data. Such a conception ignores altogether 
the path by which equilibrium is achieved. Any attempt to show the 
successive adjustments to the original data reveals the fact that, if any 
prices have been established at an intermediate stage, before the final 
equilibrium is reached, those prices become data for the next stage in 
the process. In the same way, if the ownership of resources is changed 
or their geographical location, by way of adjustment to the data at one 
stage, this means that the data will be different for the next stage. For 
that matter, the allocation of resources may cause “the amounts, and 
kinds of productive capacities” to change from one period to the next; 
the results of the one adjustment become part of the data for the next. 

E. H. Phelps Brown, Framework of the Pricing System (London, 1936), p. 187. 

In short-period analysis, as Marshall notes, “we do treat variables provisionally as con- 
stants” (cf. Principles of Economics, p. 380 n.). 
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The complete separation of conditions from consequences, of data 
from conclusions, is possible, therefore, only if we confine our atten- 
tion to the initial conditions and the final equilibrium, abstracting 
from the intermediate process. All the concrete problems that the 
economist is concerned with, however, arise in a community with a 
past history. Consequently, the '‘initial” conditions, which may lead 
to equilibrium, always include, in addition to factors which appear to 
be external, some factors which are themselves the result of a previous 
economic process. Here we have, in economic theory itself, one chan- 
nel of economic development. 

It may also be noted that abstraction from the intermediate adjust- 
ments derives most of its point from the assumption that the original 
conditions imply a state of equilibrium. It is appropriate, therefore, 
to stress the fact that the final destiny of these dependent variables may 
not be positions of equilibrium. Whether equilibrium is or is not im- 
plied in the original conditions depends simply on the substance which 
is given to the data. For instance. Professor Schumpeter’s discussion of 
the “circular flow” of economic life establishes an equilibrium, by as- 
suming conditions which imply such an equilibrium.^® But, as Pro- 
fessor Robbins remarks, “it is easy to conceive of initial configurations 
of the data, which have no total tendency to equilibrium, but which 
rather tend to cumulative oscillation. Indeed, this is the basis for 
several theories of fluctuation. 

But we must go further and recognize that an appropriate “initial 
configuration of the data” might imply neither a “total tendency to 
equilibrium” nor “cumulative oscillation,” but only continuous 
change, in one or more dependent variables, always in the same direc- 
tion. For instance, if we assume a demand curve and supply curve, 
both negatively inclined, and if the slope of the latter exceeds that of 
the former, no position of stable equilibrium is implied, but only a 
continuous expansion of production and fall in price. If this conclu- 
sion be resisted as empirically improbable or as inconsistent with other 
propositions of economic theory, this constitutes a challenge to the 
acceptability of the original assumptions and shifts the discussion 
into the sphere of verification. But these assumptions and their con- 
clusions are no less conceivable in pure theory than are assumptions 
which imply equilibrium. 

Empirical observation suggests that equilibrium is rare in practice. 
The weight of equilibrium theory suggests that failure to achieve equi- 
ps op. cit., chap. i. 27 Qp. cit., p. 102. 
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librium in practice may be due to continuous variation of the conditions 
of economic life; but it is equally conceivable a priori that there may 
be conditions which imply no tendency toward equilibrium. Since we 
are seeking a theory of economic development, such a possibility is not 
so distasteful as it may seem to the equilibrium theorist. If any set of 
conditions implies not equilibrium but continuous change — oscilla- 
tory or cumulative — there is no “final” position for the dependent 
variables; every successive position is “intermediate” to a subsequent 
one, and, though we may set out to construct a theory of market equi- 
librium, we finish up with a contribution (of sorts) to the theory of 
economic development. 

A striking illustration of this is found in the implications of the as- 
sumption of “saving.” If consumers are disposed to save a portion of 
their income and no investment is undertaken, incomes must fall to a 
level at which the disposition to save no longer operates. On the other 
hand, if some investment is undertaken and incomes are sustained at a 
level which makes continued saving possible, this investment involves 
a change in “the amount of productive capacities in existence,” which 
is one of the conditions distinguished by Professor Knight. So long as 
there is any saving, equilibrium of all dependent variables cannot be 
reached, because saving itself implies a continuous change in one of 
the fundamental conditions of the economy. It should be noticed that 
the “disposition to save” is itself covered by the second condition of 
Professor Knight’s list, “the tastes and dispositions of the people.” 

This is an example of economic development which is implied by 
the content given to the original conditions. In response to the latter, 
adjustments are made in the “dependent variables,” including “the al- 
location of productive resources.” The adjustment made in this vari- 
able involves an alteration of one of the original conditions. This 
process is already a commonplace of economic theory, though not 
usually recognized as a contribution to the theory of economic de- 
velopment. 


A MORE REALISTIC VIEW OF DATA CHANGES 

The foregoing discussion has shown that in the study of equilibrium 
and of adjustments to given conditions economic theory does make use 
of the concept of development and uses assumptions which imply 
changes in the conditions, as well as adjustments of market quantities 
to the original conditions. Our next task is to examine each of the 
chief classes of conditions (the data of economic theory) and to con- 
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sider tihe changes to which they are subject in practice. Our objec- 
tive is to determine the extent to which these changes can be brought 
within the scheme of economic theory, without doing violence to the 
facts, and the extent to which they must be regarded as due to inde- 
pendent causes. Professor Knight has made a somewhat similar re- 
view of the items in his own list on two occasions, but each time with a 
different purpose in view — in one case to investigate the extent to 
which individual economic subjects are uncertain regarding future 
changes and, in the other, to determine whether long-run changes in 
conditions are to be regarded as movements toward a position of stable 
equilibrium.^® Professor Knight would probably be skeptical regard- 
ing the purpose we have in view,^® but his own work provides consid- 
erable material which bears on our problem. 

Two further preliminary points may be made. The first is that our 
interest is not confined to long-period changes. Indeed, it is short- 
period changes in conditions that are most likely to invalidate the 
economist’s inferences from given data. As Professor Viner has point- 
ed out, policy tends to be formulated with a view to the short period 
rather than the long period.®® Our attitude toward the possibility of 
scientific prediction of short-period changes should not be unduly in- 
fluenced by natural skepticism regarding the pretentious attempts 
sometimes made to interpret or predict the history of civilizations 
throughout the centuries. Not a philosophy of history on a grand 
scale but an interpretation of current history is what the economic 
practitioner needs most urgently. There may well be more hope of 
predicting the relatively small data changes that upset particular con- 
crete analyses than of foreseeing the long-period evolution of the eco- 
nomic system. 

The second point is that we may bring to the consideration of 
changes in the data not merely the theory of market adjustments, 
which constitutes the major part of conventional economic theory, but 
also the theory of extra-market operations, sketched in the preceding 
chapter. In working out this extension of economic theory we have 

See Risk, Uncertainty, and Profit, pp. 151 ff., and “Statics and Dynamics” in The Ethics 
of Competition, pp. 177 ff., respectively, f6r these two separate investigations. 

28 Prediction of long-period data changes “is a field for the exercise of informed judg- 
ment rather than for reasoning according to the canons of science. The movements of 
history are to be ‘sensed’ rather than plotted and projected into the future” {The Ethics oj 
Competition, pp. 143-44). 

28J. Viner, “Short and Long View in Economic Policy,” American Economic Review, 
March, 1940. 
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already made abundant use of the concept of action directed toward 
the alteration of the data of the market and have considered condi- 
tions which imply the likelihood of such action. This means that we 
can approach the list of data, in which changes are to be investigated, 
with a much broader concept of economic processes than that ob- 
tained from conventional economic theory. It is only to be expected, 
therefore, that we shall be able to treat as endogenous many of the 
changes which have previously been considered exogenous to economic 
theory.*^ 

We now proceed to consider each of the data included in the list 
given earlier (p. 149). A far more elaborate investigation than that 
made here might be undertaken, but only at the cost of covering much 
familiar ground. Even at the risk of seeming dogmatic, our conclu- 
sions under each head will be presented with a bare minimum of sup- 
porting argument. 

1. population: numbers and composition 

Changes in the number of people in a community may come 
through “natural increase” (the excess of births over deaths) or de- 
crease and through migration. There has been endless discussion of 
the extent to which natural increase may be affected through market 
adjustments. The survival rate at various ages obviously depends in 
part on the income of the individual or his “breadwinner” and on the 
prices of various foods and of medical attention; but it is also affected 
by wars, epidemics, climate fluctuations, public health organizations, 
and other factors outside the traditional economic scheme. Some wars 
and some public health measures might, at a stretch, be brought un- 
der extra-market operations; but there remain many factors which 
can be explained, if at all, only by sciences other than economics. The 
birth rate, too, is undoubtedly influenced by financial motives and by 
the provision of facilities for birth control and abortion at various 
prices. But the operation of these factors varies considerably according 
to income, occupation, and other factors. There are also powerful 
nonfinancial motives to be reckoned with, such as religion, social pres- 
tige, and family pride, which do not operate through the market at 
all. Altogether, the causes at work are so heterogeneous that it is ex- 

Those who prefer to regard our theory of extra-market operations as a branch of soci- 
ology rather than as an extension of economic theory may adhere to their narrower concep- 
tion of economic processes. In that case the possibility of collaboration between economists 
and sociologists in the prediction of data changes remains, along with that of collaboration 
between economists and other scientists. 
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tremely difficult to isolate the economic processes involved in natural 
increase. 

In migration, however, they are more easily distinguished. Three 
factors are involved: the attraction of the country to which migrants 
go, the unattractiveness of conditions in the country that they leave, 
and the facilities for the act of migration. All are influenced by the ad- 
justments of prices and by the allocation of resources, in response to 
the previous constellation of the data. The economic analysis of the 
sources and destination of migration is well known; and attention may 
also be drawn to the role of commodity trade in stimulating both the 
provision of transport for human beings, as distinct from merchandise, 
and the commercial and other contacts which may make a change of 
home a less forbidding venture. Of course, there are other causes at 
work, particularly in periods of political upheaval; and the facilities for 
migration depend upon laws which often reflect motives outside the 
economic scheme. But it is nothing new to attempt to explain or pre- 
dict the currents of migration; and economic factors can rarely be ex- 
cluded from the argument, without doing violence to the facts. 

Under the heading of population, Professor Knight mentions com- 
position as well as numbers. Whether we consider age or race, the 
composition of the population is a compound of the factors mentioned 
above and the passage of time. The age composition today depends on 
the birth rate and the age incidence of deaths over a period as long as 
the life of the oldest inhabitant, and also on past migration, its spacing 
through time, and the ages of the migrants. These, however, are mat- 
ters of arithmetic — a superstructure, as it were, upon the more funda- 
mental factors already considered. 

2. TASTES AND DISPOSITIONS OF THE PEOPLE 

A thorough consideration of the data falling under this heading 
would involve a review of modern psychology. While some of the dis- 
cussion in chapters v and vi would be relevant, it would touch only a 
fraction of the field. Of special importance, however, is the growing 
recognition that the individual personality is to a considerable degree 
the product of social influences, playing upon a very malleable native en- 
dowment. This means that many of our tastes and dispositions, far from 
being closely linked with organic needs or specific “instincts,” are large- 
ly formed and modified by the society in which we live and the experi- 
ences which it brings us. Some of our tastes and dispositions appear to 
attain a high degree of stability; but those that are continuously sub- 
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ject to change must not be regarded as predominantly capricious. 
Their changes often reflect the disintegration of existing social norms 
and the evolution of new ones; they result from processes which we can 
investigate and attempt to understand. 

Some of the processes are clearly “economic,” in the everyday 
meaning of the term. Thus Professor Schumpeter considers it justifi- 
able to “act on the assumption that consumers’ initiative in changing 
their tastes is negligible and that all change in consumers’ tastes is in- 
cident to, or brought about by producers’ action.”^- At the same time, 
not all efforts in this direction yield the desired results, while others 
are more successful than they deserve to be: “The business of want 
creation, is of course, very uncertain and aleatory, or risky.”®® The eco- 
nomic process in this case may be upset, at any time, by “external 
disturbing causes.” Professor Knight thinks that changes in attitudes 
toward productive activities are particularly subject to external causes 
and accordingly less amenable to economic analysis. This assumes, 
however, that economic theory covers only market adjustments. The 
theory of extra-market operations helps us to take account of such 
changes in opinion or attitudes to particular types of activity as are 
engineered by businessmen or others, with a view to making the mar- 
ket work more favorably Jor them. The cultivation of protectionist 
sentiment by manufacturers or of opposition to chain stores by groups 
of independents are obvious examples. 

But, of course, the field is not exhausted by this type of analysis. 
Many of the changes in tastes and dispositions must be attributed to 
other social processes: the relaxation of moral taboos in wartime and 
in periods of religious revival, the changing attitude toward women 
workers, the liquor boom under prohibition, increased production 
from labor in wartime, the decline of Sabbath observance. Some light 
may be thrown on the causes of these changes by other social sciences 
— rpsychology, sociology, and anthropology; but there will long be 
doubt as to the validity of the various hypotheses offered. 

3. THE AMOUNTS AND KINDS OF PRODUCTIVE CAPACITIES 

a) Personal powers . — Although applied psychology has added much 
to our knowledge of innate ability and its relation to the acquisition of 
skill, there is still little scientific evidence about the changes that may 
take place in the distribution of the former throughout the community. 

J. A. Schumpeter, Btisiness Cycles (New York, 1939), I, 73. 

Knight, Risk, Uncertainty, and Profit, p. 157. 
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Earlier generalizations regarding the supposed tendency toward dif- 
ferential reproduction of various income groups and the effects of this 
upon the average level of intelligence have been seriously undermined 
by later, more detailed statistical studies. Inequality of educational op- 
portunity plays a much greater part in determining the intellectual 
(and economic) level attained by the individual than psychologists in 
the first flush of “mental testing” were willing to admit. Certainly, 
the channels into which general native ability is directed and the 
specific “personal powers” that emerge depend largely upon social and 
economic factors. The “allocation of resources” to general and voca- 
tional education is probably the most important source of change in 
the aptitudes of the population, though different results will be ob- 
tained, according to the type and quality of instruction and experi- 
ence that is provided. 

Almost as important, particularly if we start with a low level of 
physical health, are the changes which may be caused through the al- 
location of resources to preventive and curative medicine, sanitation, 
slum clearance, and the provision of the foodstuffs necessary for a bal- 
anced diet. Changes in working conditions may be another powerful 
factor in the modification of personal powers. 

h) Material agents . — It is a commonplace of economics that, while 
the earth’s surface is, for all practical purposes, fixed, the supply of 
natural resources is subject to change as a result of man’s activity. On 
the one hand, there are activities tending progressively to exhaust ex- 
isting resources ; on the other, activities promoting their conservation, 
improvement, and transformation. Mining and soil erosion, irrigation 
and afforestation, illustrate these respective tendencies. The accumu- 
lation of capital equipment in various specific forms is, of course, one 
of the chief characteristics of modern economic systems and a promi- 
nent subject in economic theory. Apart from the physical destruction 
produced by such catastrophes as wars and earthquakes, changes in 
material agents must be regarded primarily as the outcome of eco- 
nomic processes — the allocation of resources to specific employments. 

4. THE DISTRIBUTION OF OWNERSHIP OF THESE, AND RIGHTS OF 
CONTROL BY PERSONS OVER PERSONS AND THINGS 

The data under this heading may, of course, be changed by authori- 
tarian redistribution, directly through public appropriation of private 
property or indirectly through the effects of taxation policies. Systems 
of land tenure and customs of inheritance may bring about gradual 
changes in distribution through their own undisturbed functioning. 
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But the role of economic processes is very prominent in the growth of 
large fortunes, and the acquisition of controlling interests in great ag- 
gregations of capital.®^ Purchase and sale, the setting of prices for 
goods and services, the “distribution of final products” — all these mar- 
ket adjustments produce changes in the ownership of “productive 
capacities.” “Ordinary economic forces tend toward a progressive 
concentration. ’ ’ 

5. GEOGRAPHIC DISTRIBUTION OF PEOPLE AND THINGS 

Our discussion of migration applies equally to international and in- 
ternal shifts of population; and natural increase also varies from dis- 
trict to district within a country. The drift to the towns, while it may 
be influenced by “nonfinancial” motives, too, is largely the result of 
economic processes and has been listed among the “implications of 
economic progress.”*® The geographic distribution of people and 
things depends largely upon the location of industry and pardy on the 
relationship between dwellings and places of work. Changes in these 
factors have been largely explicable in the past by reference to market 
adjustments. In the unhappy present the prospect of aerial bombard- 
ment cuts across the ordinary economic calculations; and, in the fu- 
ture, authoritarian regulation of industrial and urban development — 
regional planning — may render the economic interpretation increas- 
ingly inappropriate,*’' But, apart from the nightmare of war and the 
dream of a “brave new world,” changes in these data are produced 
chiefly through the processes studied by economic theory. 

6. THE STATE OF THE ARTS: SCIENCE, EDUCATION, TECHNOLOGY, 

SOCIAL ORGANIZATION, ETC. 

“This is one of the most treacherous concepts of all as a subject for 
scientific discourse.”*® The advance of technical knowledge has be- 
come increasingly a commercial enterprise, both because technology 
is a productive agent and also because it is a weapon in the struggle for 
monopoly power.*® But these remain as incalculable elements in the 
progress of even the most systematic and determined attack upon any 
specific scientific problem, and the task of prediction cannot be lightly 

Cf. A. A. Berle and G. C. Means, The Modern Corporation and Private Property (New York 
1933). 

“ Knight, The Ethics of Competition, p. 184. 

Cf. A. G, B. Fisher, The Clash of Progress and Security (London, 1935). 

Cf. Lewis Mumford, The Culture of Cities (London, 1938). 

Knight, Risk, Uncertainty, and Profit, p. 172. 

Cf. W. H. Hamilton, Patents and Free Enterprise (“Temporary Nationad Economic 
Committee Monographs,” No. 31 [Washington, 1941]). 



162 


FROM ECONOMIC THEORY TO POLICY 


undertaken. Later we shall review an interesting attempt to forecast 
inventions. At this stage it is sufficient to note that the commercializa- 
tion of technical advance readers it necessary to take account of eco- 
nomic processes in any such essays in prediction. 

Finally, we may notice the two classes of data which Professor 
Knight subsequently separated from his original list, which we have 
been considering, and our own addition to the list. Monetary conditions 
are likely to change through both public policy and private initiative. 
In the days when gold was the fundamental factor, the allocation of 
resources to mining, in response to price changes (of gold relatively to 
other thin^), was an important source of change in the monetary 
stock. The growth of credit institutions has made changes in the pro- 
vision of means of payment still more of an economic process, while 
the public regulation of monetary conditions remains in an experi- 
mental stage. Public policy, which may be included under both Nos. 2 
and 6, above, is likely to be modified, as we have already seen, by the 
judicious “allocation of resources” within and outside the market. 
Market situations, which we thought it necessary to add to Professor 
Knight’s list, may be altered through the purchase of small firms by 
large ones or through the elimination of small firms in the course of 
competitive adjustments to market conditions. 

From a purely formal viewpoint, therefore, it would seem that, al- 
though other factors are often prominent, many changes in the condi- 
tions of economic activity can be considered as being in large part the 
result of economic processes. That is to say, the original conditions, 
falling under the various classes of data, lead to changes in the depend- 
ent variables (prices, incomes, and the allocation of resources) which 
alter some of the conditions for the next period. And the possibility of 
extra-market operations extends the range of those developments in 
the data which may be regarded as economic responses to the original 
data. 

The other changes which take place in the data must be ascribed to 
noneconomic causes. Some of them may be explained as due to the 
direct interaction of one class of data upon another. For instance, the 
state of the arts (No. 6) affects directly the natural increase of the popu- 
lation (No. 1); and the geographical distribution of people (No. 5) ex- 
ercises a direct influence upon their tastes and dispositions (No. 2). 
In such cases a change in certain data produces a change in other 
data, not via the adjustment of the dependent variables of market 
analysis or the extra-market operations of people trying to make the 
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best of existing conditions, but through entirely different causal rela- 
tionships. These other causal relationships are presumably objects of 
study for other sciences; and the same is true of changes which may be 
attributed to factors which could not be classified under any part of 
this list of data. But the categories of the list are so broad that between 
them they cover most of the phenomena of life and nature. 

The task of prediction is difficult, however, not only because the 
other sciences are not yet able to supply full information about the 
changes that cannot be brought into the economic scheme but also 
because perplexities arise over the substantial content of the data of 
economic theory. For instance, the change in the geographical dis- 
tribution of certain people and things can be predicted if changes in 
the location of industry can be predicted: indeed, the problem is vir- 
tually the same. We have a formal economic theory which represents 
the location of industry as the result of market adjustments to “given” 
data; but the substance of the data is rarely “given” to the economist 
in sufficient detail for him to predict the location of a particular new 
industry, even on the assumption that the data will not change. The 
difficulties are essentially similar in the case of other data changes at- 
tributed to economic processes. If migration were due entirely to a 
calculation of the economic advantages of residence in alternative 
places and of the costs of moving, the economist would still find it 
difficult to predict the results of the calculation. If family limitation is 
considered an economic response to the costs of keeping children in 
relation to the scales of preference for family life, the consumption 
standards of the parents, and social status, we are still faced with the 
difficulty of knowing what the relative valuations are for various 
groups of people. In other words, there is still a considerable hiatus be- 
tween the formal inclusion of data changes among the conclusions 
which may be implicit in the general assumption of economic theory 
and the prediction of economic development in concrete terms. “If 
we are humble, we shall be modest in our pretensions.”^® 

Nevertheless, the preceding discussion suggests that it would be pre- 
mature to reject the possibility of correcting our extrapolation of past 
trends in the light of economic theory as well as other sciences. In- 
deed, as will be seen in the next chapter, this practice has long had a 
place in economic literature, though it has not always been explicitly 
recognized as involving a contribution to the theory of economic de- 
velopment. 

■‘“Robbins, op. cit., p. 135. 



CHAPTER VIII 

SOME THEORIES OF ECONOMIC DEVELOPMENT 

I T IS not the purpose of this chapter to present a history of theories 
of economic development, although that might prove a fascinat- 
ing task for a specialist in the history of doctrine.^ It will be suffi- 
cient to illustrate the presence, especially in certain well-known works, 
of assumptions and logical constructions which belong to the theory of 
development rather than to the analysis of equilibrium under con- 
stant conditions. The attempt to enlarge modern economic theory so 
as to include a theory of changes in the data will then be seen not 
merely as a reaction against those modern trends which make eco- 
nomic theory less realistic but also as the perpetuation of a viewpoint 
which has always been present, if not always prominent, in economic 
thought. 

We shall consider, not merely theories which claim to deal with eco- 
nomic development, but also the theories which are implicit in the pre- 
dictions of future changes, which some economists have ventured to 
make. It is of some interest to compare the extent to which different 
writers use the three methods of prediction already distinguished in 
the preceding chapter, namely, (1) extrapolation from past trends, (2) 
extrapolation corrected by the findings of sciences other than eco- 
nomics, and (3) extrapolation corrected by considerations arising from 
economic theory. 


MALTHUS AND HIS FOLLOWERS 

The Malthusian theory of population immediately springs to mind 
as an attempt to explain the changes that take place in one of the most 
important data of economic theory. “The soundest economist,” 
wrote Gannan, “will hesitate if asked directly, ‘What is the Malthu- 
sian theory of population?’ chiefly because Malthus modified his 
own views in successive editions of his Essay on the Principle of Population 
and his supporters found additional arguments to bolster up such of 

^ Professor E. Roll, almost alone among historians of theory, gives considerable space to 
the views of various writers on development, as well as on the traditional problems of eco- 
nomics. His History of Economic Thought (London, 1938) thereby achieves a degree of origi- 
nality in an otherwise familiar field. 

* E. Cannan, A History of the Theories of Production and Distribmion (3d ed.; London, 1924), 
p. 134. 
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his views as they adopted. We may assume sufficient familiarity with 
his proposition that population tends to outrun the means of subsist- 
ence but is held in check by misery and vice or, in the second and sub- 
sequent editions, by prudential restraint. The question to be con- 
sidered is: What methods of prediction are involved in this thesis? 

Malthus originally argued that an increasing population, if un- 
checked, would increase in geometrical ratio and that food production 
could be increased only in an arithmetical ratio. Assuming a constant 
size for the typical family, the former postulate is a mathematical 
truism: If every pair of parents is to be replaced by a number in excess 
of two — say, four — ^who survive to become parents, the population 
will be equal to the product of the number of parents and a common 
ratio. In the absence of checks the size of the family would be con- 
stant, provided human fertility was constant. In effect, Malthus as- 
sumed constant fertility in the past and extrapolated this assumption 
into the future. But he considered the chief evidence for geometrical 
increase was the experience of North America, where the usual checks 
had not been operating. So the postulate may be regarded as based 
on extrapolation from population trends in that part of the world. His 
second postulate — no more than arithmetical increase of food produc- 
tion — ^was also a case of simple extrapolation on the basis of past trends 
in Great Britain. It was in flagrant contradiction with past trends in 
North America and, according to some contemporary authorities, 
conflicted with the opinions of agricultural experts.® 

Much has been written on the question of where Malthus went 
wrong and why. It is clear from his own testimony that he thought 
there could be little doubt about these postulates. He wrote in the 
Appendix to his Third Edition; 

It has been said that I have written a quarto volume to prove that population in- 
creases in a geometrical, and food in arithmetical ratio; but this is not qmtc true. The 
first of these propositions I considered as proved the moment the American increase 
was related, and the second proposition as soon as it was enunciated. The chief effect | 
of my work was to inquire what effect these laws, which I considered as established in 1 
the fet six pages, had produced and were likely to produce on society; a subject not 
very readily exhausted.'* 

The bulk of his theory, therefore, he conceived to be a theory not of 
changes in the data but of the adjustments which followed those 
changes. 

The concrete conclusions of the theory stood or fell, however, by the 


* Ibid., p. 145. 


•* Cited by Cannan, ibid., p. 143. 
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reliability of the method of extrapolation. The supporters of Mal- 
thus, who built still more elaborate theoretical structures upon these 
foundations, were evidently not satisfied to leave things where Mal- 
thus did. They accordingly attempted to support the results of simple 
extrapolation by appeal to contemporary theories of agriculture. The 
principle of diminishing returns from agriculture became the principal 
prop to the assumption that food production could not expand so 
rapidly as population would if unchecked. In its ‘'static” form this 
principle suggested that additional food production could be obtained 
only by the extension of agriculture on inferior soils or the intensified 
cultivation of land already utilized; in either case production would 
not increase proportionately to the number of workers engaged. Tak- 
ing a “dynamic” view, however, it was necessary to consider the possi- 
bility of technical improvements enabling increased production to be 
obtained from any given piece of land or providing access to “new” 
land superior to that already under cultivation. Even simple extra- 
polation from the past progress of agricultural science gave results in- 
consistent with the “dynamic” principle of diminishing returns; and 
attempts to retain the principle often took the form of assertions that 
future improvements could not be expected on the same scale as in the 
past. This “correction” of the results of simple extrapolation, how- 
ever, was due to theoretic blight rather than to scientific evidence. 

Into the subsequent debate on the alleged tendency of population to 
outrun subsistence we need not go. But, before leaving Malthus, at- 
tention may be drawn to his discussion of the possibility of influencing 
reproduction rates through social forces. 

In most countries, among the lower classes of people, there appears to be some- 
thing like a standard of wretchedness, a point below which they will not continue to 
marry and propagate their species. This standard is different in different countries, 
and is formed by various concurring circumstances of soil, climate, government, de- 
gree of knowledge, and civilization, etc. The principal circumstances which contribute 
to raise it are liberty, security of property, die spread of knowledge, and a taste for 
the conveniences and comforts of life. Those which contribute principally to lower it 
are despotism and ignorance. In an attempt to better the condition of the lower 
classes of society, our object should be to raise this standard as high as possible, by 
cultivating a spirit of independence, a decent pride, and a taste for cleanliness and 
comfort among the poor.® 

He also recommended a campaign to endow childlessness with greater 
social prestige: a curious precursor of more recent attempts to produce 
the opposite result. These observations of Malthus amount, in our 

® T. R. Malthus, Essay on the Principle of Population (2d ed.; London, 1 803), p. 557. 
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scheme, to the assertion that some of the data of economic activity 
react directly upon one another, e.g., knowledge upon the tendency to- 
ward childbearing. Accepting (without much scientific investigation) 
a direct causal relationship between them, Malthus is able to predict 
that, if part of the data can be altered, this will produce a change in 
another pairt of the data and so modify the incomes and prices which 
emerge from the data as a whole. 

MODERN POPULATION THEORY 

Without any pretense of reviewing the history of population theory, 
a few comments may be offered regarding the place of modern popula- 
tion theory in our scheme. The exploration of the effects of an increase 
or decrease in population, or of a stationary population, upon the 
level of production, the distribution of income, and the like is not, 
strictly speaking, part of the theory of economic development in our 
sense of the term. The “optimum” theory of population and similar 
but more sophisticated discussions of recent years® are essays in the 
theory of the adjustment of the market to “given” conditions. Al- 
though the “given” conditions may be assumed to be changing, it is 
the implications of these changes, not their causes, that are the subject 
of the theories. 

Nevertheless, the theories have come into existence only because the 
future changes in population have been predicted by scientific work- 
ers, including some economists. As early as 1895, Cannan’^ forecast 
that the growth of population in England and Wales would be trifling 
by 1941—50. The population would then be about 37,300,000. It 
would increase very slowly to its maximum of 37,376,000, which 
would be reached about the year 1 995. Cannan’s estimate of the maxi- 
mum was, of course, too low and was exceeded by 1921; but his con- 
clusion that the decade 1941-50 would see the virtual cessation of 
growth was a remarkably good forecast. It was achieved by pure ex- 
trapolation, based on a more . thorough analysis of past trends than 
contemporary statisticians were accustomed to make. “The generally 
accepted principle,” he wrote, “is that of ‘as the increase has been in 
the past so it will be in the future.’ This is susceptible of more than 
one interpretation A schoolboy whose arithmetic is described as 

® E.g., W. B. Reddaway, The Economics of a Declining Population (London, 1939); also 
R. F. Harrod, Modern Population Trends (“Manchester School of Economic and Social 
Studies,” Vol. X, No. 1 [1939]). 

E. Cannan, “The Probability of a Cessation in the Growth of Population in England 
and Wales during the Next Century,” Economic Journal, V, 505. 
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V.G.” might interpret it to mean the average annual increase over the 
period covered by the censuses for 1801 and 1891. “A person with a 
slight smattering of statistics” might interpert it to mean the rate of 
increase, assuming the multiplication of population by a constant 
factor. (Shades of Malthus!) But ‘‘a very able mathematician to 
whom I gave the figures of the ten censuses tells me that they are so 
irregular that no law of increase of the smallest value can be deduced 
from them.” Even the lowest decennial rate of increase gives absurd 
results if produced into the future. 

“The truth is that every estimate of population, past, present and to 
come, ought to be founded on a consideration of the factors on which 
the growth or decline of population is dependent — births, deaths and 
migration and emigration.” Gannan assumed that the loss by mor- 
tality and emigration in each age group would remain at the same 
proportion as in the period 1881—90 and that the absolute number of 
bir dhs would remain the same as in 1881—90. The latter assumption 
was justified by the observation that “the effect of the births having 
been practically stationary for twenty years (in the past) will be to 
change considerably the age distribution of the group of people be- 
tween twenty and forty”; consequently, the birth rate could be expect- 
ed to fall to about 8 per cent of the number of persons in this age 
group by 1911. On these assumptions, Gannan, starting with the age 
distribution at the 1891 census, worked out “by proportion sums” the 
number there would be in each age group in successive census years 
and added up the result to get the total population. 

In more recent years, statisticians, led by Kuczynski, have refined 
the methods of estimating future population even further and have in- 
troduced various assumptions regarding the permanence or imperma- 
nence of present fertility rates and mortality rates in various age 
groups. Professor Carr-Saunders says that the calculation, on the 
basis of these given assumptions, “hardly deserves the description of an 
estimate”; this term he would reserve for calculations based on an 
opinion regarding the future trend of fertility and mortality.® As al- 
ready indicated, these statistical refinements, such as the specific fer- 
tility rate, may be regarded primarily as methods of determining the 
true past trend on the basis of which extrapolation may be under- 
taken. They also provide more sophisticated methods of extrapolation 
than, say, producing a straight line drawn through a series of past ob- 

® A. M. Carr-Saunders, World Population (London, 1934), p. 128. 
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servations, and they demonstrate the period within which any change 
in fertility or mortality will affect the movement of total population. 

The investigation of the causes of changes in fertility and mortality 
in various age groups, with a view to predicting future changes in 
these factors, arises from the need to correct even the most refined 
methods- of pure extrapolation, according to the changes which appear 
probable. In the case of fertility, in particular, these investigations are 
still at an elementary stage, but it is clear that the growth of the prac- 
tice of family limitation cannot be explained primarily in economic 
terms. Professor Carr-Saunders argues that the practice spread 
through countries, which had reached a similar stage of civilization, 
“much as so many other novel habits and new ideas spread.”® But 
attempts have been made to discourage the practice in particular 
countries, on the assumption that local factors can be influential; and 
financial inducements figure prominently in such measures.^® But 
considerable difficulties are encountered in the attempt to make it ad- 
vantageous, on individualistic grounds, for persons to have larger 
families. “ 

So far as population is concerned, the theory of economic develop- 
ment (in the sense of the explanation of changes rather than their im- 
plications) has already become a specialty, drawing on sociology, 
medicine, and economics. In the discussion of the economic effects of 
future population changes the economist must use the best information 
that the population theorists can offer. He will not seek to bring their 
field into the framework of economic theory; but he must press for its 
rapid cultivation in certain directions, because the results may be so 
important for economic organizations; and he will be eager to furnish 
any new economic analyses for which the population theorists may 
feel the need. 

RICARDO: THE DECLINE OF PROFIT 

We return to the period in which Malthus wrote to consider an- 
other instructive example of an economist attempting to predict the 
future development of the data. Ricardo conceived the principal prob- 
lem of political economy to be the determination of the laws which 
regulate the distribution of the produce of the earth among the three 
classes of the community — a problem which derived much of its inter- 

^ Ibid., p. 113. 

D. V. Glass, Population Movements and Policies in Europe (London, 1940). 

G. Myrdal, Population: A Problem for Democracy (Cambridge, Mass., 1940). 
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est from the fact that different proportions of the whole produce will 
be allotted to each class in different stages of society.^^ In seeking to 
establish the laws of distribution he came upon certain historical tend- 
encies, which he combined with his theory of exchange and distribu- 
tion into a theory of economic development. 

Adam Smith had already observed a tendency for profits to fall, on 
the average, with economic progress. The same notion of a falling rate 
of profit is found in the work of both Ricardo and Marx, although the 
explanations which they offer are different from that offered by 
Smith. The starting-point of Ricardo’s theory is the principle of 
“rent”: every increase in population is supposed to drive cultivation 
out onto inferior land, thus raising the rent on thelbetter land which was 
already in cultivation. On inferior soils an additional amount of labor 
will be required to produce a given quantity of food, and the price of 
foodstuffs is consequently increased. Money wages rise accordingly, 
because wages must cover the subsistence of the worker. Thus two of 
the three shares into which the produce is divided increase, and the 
share going to “the farmer” as profits decreases. 

The natural tendency of profits is to fall This tendency, this gravitation, as it 

were of profits, is happily checked at repeated intervals by the improvements in ma- 
chinery, connected with the production of necessaries as well as by discoveries in the 
science of agriculture, which enable us to relinquish a portion of labour before re- 
quired and therefore to lower the price of the prime necessary of the labourer. The rise 
in the price of necessaries and in the wages of labour is, however, limited; for as soon 
as wages should be equal to ... . the whole receipts of the farmer, there must be an 
end of accumulation; for no capital can then yield any profit whatever, and no addi- 
tional labour can be demanded, and consequently population will have reached its 
highest point. Long indeed before this period, the very low rate of profits will have 
arrested all accumulation, and almost the whole produce of the country, after paying 
the labourers, will be the property of the owners of land and the receivers of tithes and 
taxes. 

Ricardo’s theory of rent, wages, and profits has been sufficiently dis- 
cussed, and we may assume familiarity with the criticisms to which it 
is subjected. Our concern is with the logical basis of his theory of de- 
velopment. This involves not only his theory of distribution, errors 
and all, but also certain assumptions about the future behavior of eco- 
nomic conditions. In particular, there is the assumption of continued 
expansion of population — a definite supply curve of labor in exchange 
for wages. This Malthusian assumption has already been considered 

>2 D. Ricardo, Principles of Profits and Taxation (London, 1817), Preface to the first edi- 
tion. 

Ibid., chap, vi (McCulloch’s ed. [1852], pp. 66-67). 
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(p. 165). Ricardo also assumes that the rate of scientific progress will 
not be sufficient to stave off indefinitely the developments which he 
envisages. Finally, he assumes that market forces will be permitted to 
work themselves out, without the intrusion of extra-market operations 
which alter the conditions of economic activity. 

Abstraction of this type is necessary, when one’s purpose is to show 
the nature of market forces; but a theory of economic development 
should not abstract from factors which are prima facie relevant. This 
point was stated clearly in Mallet’s diary, recording a Political Econ- 
omy Club discussion on Ricardo in 1831. His comment is of interest, 
even though his account of Ricardo’s views may not be quite accurate. 

He [Ricardo] always reasons out his propositions, whether true or false, with great 
logical precision to their utmost consequences; but without regard to the many modi- 
fications which are invariably found to arise in the progress of society. One of the 
errors of Ricardo seems to have been to have followed up Malthus’ principles of popu- 
lation to unwarrantable conclusions. For, in the first place, it is clear from the prog- 
ress of social improvement and the bettering of the condition of the people in the 
greater part of the civilised world, that Capital, or the means of Employment — the 
fund for labour — increases in greater ratio than the population, and the interest of the 
capital besides, which surplus goes to increase the fund for labour. Then he looks for- 
ward from the gradual demand for food and the use of land, to the gradual lowering of 
wages and profits until nothing remains but rent to the Landlords. But long before that, 
modification would take place in the state of society which would make such conclusions all wrong.^* 

For a concrete illustration, Mallet turns to Ireland, “where rent ab- 
sorbs everything, in consequence of the immense competition for 
land,” and predicts that “a system of Poor Laws is likely soon to equal- 
ise the division.” 

It is, however, easier to point out the inadequacy of a theory of de- 
velopment which abstracts from essential factors than to construct a 
systematic theory which takes full account of them. The latter was 
not undertaken by Ricardo’s friendly critics of the Political Economy 
Club. For the first systematic attempt in this direction we must go to 
the writings of Marx. 

MARX: THE EVOLUTION OF CAPITALISM 

Until recently it was customary among economists to discount the 
value of Marx’s work, except, perhaps, for a couple of hundred pages 
of vivid, though biased, industrial history. In the realm of economic 
theory he was noted primarily for his adherence to the long-exploded 
Ricardian theory of value and for the intellectual contortions of his at- 
tempt to solve his own conundrum regarding the different proportions 
Political Economy Club of London, VI (London, 1921), 225. 
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of constant and variable capital in different industries. And his essays 
in economic prophecy were considered to have been vitiated, not as 
in the case of his static analysis, by theoretical criticism, but by histori- 
cal fact. Since the depression of 1930, however, several non-Cominu- 
nist writers have conceded that Marx was a better prophet than the 
“bourgeois” economists of the nineteenth century. “If people want to 
anticipate the development of Capitalism over a long period,” writes 
Professor Lange, “a knowledge of Marx is a much more effective 
starting point than a knowledge of Wieser, Boehm-Bawerk, Pareto or 
even Marshall (though the last-named is in this respect much supe- 
rior) 

Among the developments predicted by Marx, Professor Lange 
points to the concentration of capital, the growth of protectionism, and 
the increasing severity of crises. 

The first of these was denied by “bourgeois” economists or if admitted, was re- 
garded as of minor significance for the nature of the economic system, until the monop. 
olistic (or oligopolistic) character of the basic industries became so obvious that a spe- 
cial theory of limited competition had to be developed to supplement orthodox eco- 
nomic theory. The transition from free trade to protectionism was mainly interpreted 
as an act of economic folly; its close connection with the transition from free competi- 
tion to monopolistic control has as yet scarcely been realised by “bourgeois” econo- 
mists It was very generally held among “bourgeois” economists both at the 

beginning of the twentieth century and in the years preceding 1929 that the economic 
stability of capitalism was increasing and that business fluctuations were becoming less 
and less intense. Thus the Marxian claim that “bourgeois” economists failed to grasp 
the fundamental tendencies of the capitalist system proved to be true.^® 

These matters may be contentious. And, even if Marx was right in 
his predictions, this may have been due to luck rather than to the 
quality of his analysis. Professor Lange, however, attributes Marx’s 
success as an economic prophet to his formulation of a theory of eco- 
nomic development, based on the “definite specification of the institu- 
tional framework in which the economic process goes on in capitalist 
society.”^^ 

Equilibrium theory is a theory of exchange relationships under 
given conditions; and abstracts from all personal relationships and 
social status. Its only institutional assumptions are those which are 
strictly necessary to facilitate exchange. This is as true of Marx’s ex- 

“O. Lange, “Marxian Economics and Modem Economic Theory,” Review of Economic 
Studies, II, 191. 

Ibid., p. 190; see also W. Leontief, “The Significance of Marxian Economics for Pres- 
ent Day Economic Theory,” American Economic Review, SuppL, March, 1938, p. 1. 

Op. cit., p. 194. 
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position of the labor theory of value in a simple commodity economy 
as it is of the modern theory of equilibrium. But, when Marx moves 
on to consider capitalistic production, he introduces at once the divi- 
sion of society into those who own capital and those who have only 
their labor to exchange. 

As we quit the sphere of simple circulation or the exchange of commodities, which 
provides the common or garden free trader with his views and ideas, and with the 
standard by which he iudges a society based upon capital and wage labour, we seem to 
note a change in the physiognomy of our persons of the drama. The one who came 
into the market as the owner of money, leaves it striding forward as a capitalist; the 
one who came to the market as the owner of labour power, brings up the rear as a 
worker. One of them, self-important, self-satisfied, with a keen eye to business; the 
other timid, reluctant, like a man who is bringing his own skin to the market, and has 
nothing to expect but a tanning.”^* 

In Marx’s hands the economic system becomes an institutional 
framework, not only for the exchange of goods and services, but also, 
and principally, for the “exploitation” of labor by the owners of capi- 
tal. The increased use of machinery increases the scope for exploita- 
tion in Marx’s sense; it also creates a reserve of technological unem- 
ployment which effectively prevents wages from rising; hence th^ 
“necessity” for technical progress and the accumulation (and conce:| 
tration) of capital. Then it is argued that with the growth of ag 
gate capital the rate of profit tends to fall. But instead of this discor 
aging accumulation, as in Ricardo’s scheme, it constitutes a continil 
ous urge to greater accumulation, in order to facilitate further exploita- 
tion of labor and to check the fall in the rate of profit. : 

Despite the affinity between Marx’s law of falling profit and Mr. J. 
M. Keynes’s doctrine of the diminishing marginal efficiency of capital,^® 
there are apparent inconsistencies in Marx’s theory which stand in the 
way of its acceptance. In particular his analysis of the falling rate of 
profit seems to exclude the possibility that technical progress may in- 
crease the rate of exploitation sufficiently to keep profits in a fixed 
proportion to capital. Marx’s theory of development rests, in fact, 
upon certain assumptions regarding the future rate of technical prog- 
ress and the empirical relation of machinery to the productivity of 
labor, as well as upon his labor theory of value and the assumption of 
a specific institutional framework. 

Nevertheless, the general method of Marxian analysis (as distinct 
from the content of his assumptions) follows the lines that are essential 

Marx, Capital, trans. Paul (London, 1928), p. 165. 

General Theory of Employment, Money and Interest (London, 1936), p. 315. 
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to a theory of development. It sets out to construct a theory with 
change, rather than equilibrium, as its goal. Accordingly, it selects as- 
sumptions which imply development of the data rather than an im- 
mediate equilibrium. Thus the assumption of two classes, the capi- 
talist and the worker, leads not merely to the terms of exchange be- 
tween wages and labor but also to the concentration of additional 
capital in the hands of the propertied class and further mechanization 
of industry. In other words, the market operations which take place 
within these assumptions bring about a change in the institutional 
framework. Nor is the capitalist or the worker confined to market 
operations. In Marx’s scheme both seek their ends by extra-market op- 
erations whenever these appear to promise greater advantage than 
market operations. 

It is this method rather than the concrete propositions of Marx’s 
theory which is important for our present purpose. It even provides a 
basis for the criticism of his conclusions. In the period since he wrote, 
there have been changes in the data which were not allowed for in his 
original assumptions but which are even now influencing the trend of 
economic development. One may instance the decline in the rate of 
population growth, which many believe to be an important factor in 
the increased intensity of recent fluctuations, or the growth of product 
differentiation and advertising, which may check the concentration of 
capital, while menacing the stability of capitalism from another direc- 
tion, namely, the increased rigidity of the system in the face of chang- 
ing conditions. Thus some of Marx’s conclusions, though right, may 
be based on false reasons; and in some cases his conclusions, as well as 
his reasons, may turn out to be wrong. 

On the other hand, we may agree, with Professor Lange that, if the 
problem of economic development be approached along similar lines, 
that is, by enlarging our data to include those institutional factors 
which are relevant to development, as well as those relevant to the 
exchange process, “modern economic theory makes it possible to con- 
struct a far more satisfactory theory of economic evolution. It was 
Marx’s correct conception of the logical structure of such a theory and 
not, as Marxists frequently argue, his labor theory of value which 
helped Marx to predict the future more accurately than other econo- 
mists. (Ricardo, it will be noted, held substantially the same theory of 
value.) Only Marxists will deny Professor Lange’s further observation 
that modern economic theory is a better guide to short-run predictions: 

2 “ op. ciL, p. 200. 



SOME THEORIES OF ECONOMIC DEVELOPMENT 175 


“Marxian economics would be a poor basis for running a central bank 
or anticipating the effects of a change in the rate of discount.”^^ In 
other words, provided we take a period so short that there are no sig- 
nificant institutional changes, the failure of modern economic theory 
to cover institutional changes is a less important defect than the failure 
of Marxian theory to deal adequately with the principles of exchange. 
Nevertheless, modern theory is often an unreliable guide to practice, 
because the time period involved in many concrete problems is long 
enough to permit some development in the institutional and other data. 
This is particularly the case when conditions are “unstable” and the 
tempo of development is accelerated. The practical utility of eco- 
nomic theory should therefore be increased by enlarging its assump- 
tions and pressing its implications in the direction necessary to produce 
a theory of development. A theory of “economic evolution,” in the 
grand manner attempted by Marx, will always be subject to error, be- 
cause its assumptions require a dangerous degree of extrapolation. In 
the shorter period which public policy is expected to cover, however, 
the risks are not so great. 

SCHUMPETER: THE EMERGENCE OF INNOVATIONS 

The nearest approach to a theory of economic development based 
on modern equilibrium theory is Professor J. A. Schumpeter’s Theorie 
der wirtsckaftlichen EntwicklungP' This is, however, not a complete the- 
ory of data changes, such as appears to be necessary for the handling 
of many concrete problems; it is concerned only with “the problem of, 
economic development in a very narrow and formal sense.”-^ Never- 
theless, it is instructive to examine the principle on which Professor 
Schumpeter distinguishes between economic development in this nar-i 
row sense and economic development in the broader sense and also] 
to examine the logical structure which enables him to build his theory! 
onto the “static analysis.” It may, also be noted that the impulse to 
extend economic theory to cover development in Professor Schum- 
peter’s narrow sense arises from the inability of “static” analysis to 
deal adequately with certain concrete problems, particularly those aris- 
ing from economic fluctuations. He writes: 

By development we shall understand only such changes in economic life as are not 
forced upon it from without but arise by its own initiative from within. Should it 

« Ibid., p. 192. 

3d ed.; Munich, 1931. References are to the English translation: The Theory of Eco- 
nomic Development (Cambridge, Maiss., 1934). 

The Theory of Economic Development, p. 63. 
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turn out there are no changes arising in the economic sphere itself, and that the phe- 
nomenon that we call economic development is in practice simply founded upon the 
i fact that the data change and that the economy continuously adapts itself to them 
then we should say that there is no economic development. By this we should mean 
that ecorom’c development is not a phenomenon to be explained economically, but 
that the w.ov.or.y. ir. i:'el:' widiou! development, is dragged along by the changes in 
the surrounding world, that the causes and hence the explanation of the development 
must be sought outside the group of facts which are described by economic theory.^ 

This statement assumes a clear definition of “economic life,” a 
clear distinction between “the economic sphere” and “the surround- 
ing world.” Professor Schumpeter is content to define “economic con- 
duct” as “conduct directed towards the acquisition of goods.”25 
economic investigation comes to an end when 

we ground upon a non-economic bottom We have then accomplished what we, 

as economists, are capable of in the case in question, and we must give place to other 
disciplines. This is true for general theory as well as for concrete cases. If I could say, 
for example, that the phenomenon of ground-rent is founded upon dijfferences in the 
qualities of land, the economic explanation would be completed. If I can trace par- 
ticular price movements to political regulations of commerce, then I have done what 1 
can as an economic theorist, because political regulations of commerce do not aim immediately 
at the acquisition of goods through exchange or production^ and hence do not fall within our concept 
of purely economic facts.^ 

“Economic life” is also defined, for practical purposes, as “a special 
group of people whose chief activity is economic conduct or business” 
and who may be distinguished “from other classes in which the eco- 
nomic aspect of conduct is overshadowed by other aspects.”^^ 

Professor Schumpeter gives specific examples of “changes in the sur- 
rounding world” which do not constitute economic development in 
his “very narrow and formal sense.” His examples include “the mere 
growth of the economy, as shown by the growth of population and 
wealth,”^* “spontaneous and discontinuous changes in consumers’ 
tastes, “non-social data [natural conditions!” and “non-economic 
social data [here belong the effects of war, changes in commercial, 
social, or economic policy].”*® J. S. Mill had considered how the 
economy adjusts itself to some of these causes of disturbance; but he 

Ibid., p. 63. 

“ Ibid., p. 1. References to the position adopted by a living author always run the risk 
of being falsified by a subsequent change of view. Our account, in every case, relates to 
views expressed in a particular work; and the Professor Schumpeter here referred to is the 
one who wrote The Theory of Economic Development, except where special reference is made to 
Business Cycles. As Professor Schumpeter says, Imoks “lead their own lives, while the au- 
thors lead their own also” (Preface to the English ed.). 

Ibid., p. 5; my italics. Ibid., p. 63. 

Ibid., p. 4. 29 Ibid., p. 65. 


99 Ibid., p. 62. 
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had also included some changes (namely, changes in technique and 
productive organization) which, according to Professor Schumpeter, 
“require special analysis and evoke something different again from dis- 
turbances in the theoretical sense.”®^ This “special analysis” is his 
theory of economic development: it deals not with exogenous changes 
in the data or with the internal adaptation to them but with the “new 
combinations” of materials and forces which are initiated spontaneous- 
ly by businessmen. In practice it may be difficult to distinguish be- 
tween new combinations which are themselves responses to the data 
and those which are spontaneous. Perhaps in a desire to meet this dif- 
ficulty Professor Schumpeter decided to exclude new combinations 
which “in time grow out of the old by continuous adjustment in small 
steps”; economic development is finally taken to mean only those new 
combinations which appear discontinuously®® — “that kind of change 
arising from within the system which so displaces the equilibrium 
point that the new one cannot be reached from the old one by in- 
finitesimzd steps.”®® 

Five specific examples of economic development in this sense are given: (1) Th^ 
introduction of a new good — that is one with which consumers are not yet 
miliar — or of a new quality of a good. (2) The introduction of a new method of 
duction, that is one not yet tested by experience in the branch of manufacture 
cemed, which need by no means be founded upon a discovery scientifically new, 
can also exist in a new way of handling a commodity commercially. (3) The openi: 
of a new market, that is a market into which the particular branch of manufacture of 
the country in question has not previously entered, whether or not this market has ex- 
isted before. (4) The conquest of a new source of supply of raw materials or half- 
manufactured goods, again irrespective of whether this source already exists or wheth- 
er it has first to be created. (5) The carrying out of the new organization of any indus- 
try, like the creation of a monopoly position (for example through trustification) or the 
breaking up of a monopoly position.®* 

Three further points may be mentioned. Of these, the first is that 
Professor Schumpeter thinks that “spontaneous changes in tastes” are 
rare,®® as we noted in chapter vii. In his more recent work, Business 
Cycles, he prefers to “act on the assumption that consumers’ initiative in 
changing their tastes is negligible and that all change in consumers’ 
tastes is incident to, and brought about by producers’ action.”®® Pre-i 
sumably this action would fall under points 1 and 3 above. The sec- 
ond point is the status of inventions. These are treated as develop- 
ment when they are adopted; “as soon as an invention is put into 
business practice, we have a process which arises from, and is an ele- 

31 Ibid., p. 60 n. 33 Ibid., p. 64 n. 3S ibid., p. 65. 

32 Ibid., p. 65 . 34 Ibid., p. 66. 3« (New York, 1939), I, 73. 
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merit of, the economic life of its time, and not something that acts on it 
from without.” Until it is adopted it has no influence upon economic 
life. “In no case, therefore, is invention an external factor. This may 
sound stange.”®’’ Finally, it may be noted that Professor Schumpeter 
in his later work, recognizes the increasing difficulty of determining 
whether a change in the institutional framework is an “external” 
factor or “an act of business behaviour.” The frequency of difficult 
cases “is but a consequence of the fact that our economic system is not 
a pure one but in full transition toward something else, and, therefore 
not always describable in terms of a logically consistent analytic mod- 
ei/>38 Whether there ever was a pure economic system may, however 
be open to doubt. Nor would the impurity of the system, whether a 
transitional phase or a chronic state, prevent it from being described 
in “terms of a logically consistent analytic model,” provided that the 
assumptions of the analysis are sufficient to cover all the forms of be- 
havior which are, in fact, encountered. The theory of “extra-market 
operations,” sketched in chapter vi, is an essential part of such a com- 
prehensive analytical model. 

Professor Schumpeter’s theory of “developrnent in a very narrow 
and formal sense” amounts, then, to an explanation of how new com- 
binations of resources can arise from within the “circular flow” of an 
otherwise “static” system. The assumptions of the static system area 
given constellation of wants and resources, including certain familiar 
and well-tried productive methods (or combinations).®^ Such a sys- 
tem can adjust itself to changes in the data but cannot produce such 
changes (except presumably such small changes in wants, resources, 
and methods as arise in the course of adjustment to given data). In 
order that discontinuous new combinations should arise, it is necessary 
to introduce new as.sumptions which were not necessary for the analy- 
sis of the circular flow. 

The first new factor is the activity of “entrepreneurs” who are not 
content to apply familiar and well-tried combinations of resources but 
seek the greater profits which may be obtained by the successful ex- 
ploitation of known but untried combinations. It is also assumed that 
there are such combinations which promise to be more advantageous 
than the old ones but that the mass of businessmen are not willing to 
make such experiments, even if they need supply only “will and ac- 
tion,” thereby risking only their reputation, for, although the entre- 
Ibid., p. 9. 38 Ibid., p. 11. 

38 The static system is sketched in chap, i of The Theory of Economic Development. 
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preneur may also, in the capacity of capitalist, use some of his own re- 
sources, this is not essential. The greater part of innovations are car- 
ried through, not by existing firms, but by new enterprises and are 
financed by bank credit. Thus Professor Schumpeter introduces credit 
creation as a necessary factor in economic development. 

The essential assumptions of his theory, therefore, are the uneven 
distribution of entrepreneurial conduct throughout the community, 
the availability of more advantageous but untried combinations, and 
a credit system which enables the entrepreneur to obtain control over 
additional resources. On these assumptions, together with those es- 
sential to the circular flow of a static economy, Professor Schumpeter 
builds a logical construction, indicating the process by which innova- 
tions are adopted in the economy and tracing their consequences in 
cyclical fluctuations. 

Although some commentators have suggested an affinity between 
this theory and that of Marx,‘“^ we must agree with Professor Schum- 
peter when he says “my structure covers only a small part of his 
[Marx’s] ground. Similarly, it covers only a part of the ground 
mapped out for the theory of economic development in the preceding 
chapter. Our method has something in common with Professor 
Schumpeter’s. We, too, seek to build development onto conventional 
economic theory by enlarging its assumptions. We, too, recognize the 
possibility of endogenous developments in wants, technique, and the 
institutional framework. But we desire a logical structure which 
might be used to account for concrete changes in these data. His the- 
ory “is not at ail concerned with the concrete factors of change, but 
with the method by which these work, with the mechanism of changei^^^- 
Consequently, our assumptions must be still broader than his, and our 
logical construction more comprehensive. 

ROBBINS'. ECONOMICS AND POLITICS 

In view of Professor Robbins’ skepticism regarding the possibility of 
a scientific theory of economic development, inclusion of his work in 
this chapter may cause surprise- Nevertheless, he has written articles 
and books which involve an incursion into this field, whether it be in 
the capacity of a professional economist or as an amateur sociologist, 
and it is instructive to examine the logical structure of some of these 
contributions. 

Gf. Lange, op. cit., p. 197, 

Theory of Economic Development, p. 60 n. Ibid., p. 61 n. 
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His Economic Planning and International Order^^ is 

essentially an essay in what may be called Political Economy, as distinct from Econom- 
ics in the stricter sense of the word. It depends upon the technical apparatus of ana- 
lytical Economics; but it applies this apparatus to the examination of schemes for the 
realisation of aims whose formulation lies outside Economics; and it does not abstain 
from appeal to the probabilities of political practice when such an appeal has seemed 
relevant.** 

The thesis of the book may be briefly summarized: “The various 
kinds of national planning now in vogue .... involve at once a 
shrinkage of international division of labour and an increase of inter- 
national instability. We have also seen that they involve an increase 
of the danger of war."’^ In the wider international field, liberalism, 
“with all its deficiencies .... would still provide a safeguard for hap- 
piness and spontaneity more efficient than any other which has yet 
been suggested.”^® Propositions such as these belong to the theory of 
economic development because they suggest that one set of condi- 
tions, e.g.j planning or liberalism, implies the emergence of other con- 
ditions, which are treated as data by economic theory in the usual 
sense. Unless they are mere dogma they should be capable of presen- 
tation as the conclusions of a theoretical structure, which differs from 
the constructions of economic theory in the range and content of its 
assumptions but not in logical precision. 

The book abounds in propositions which are formally similar to 
those of economic theory and presumably subject to the same tests of 
internal consistency and correspondence with experience. One dif- 
ference, however, may be noted. Professor Robbins’ propositions re- 
garding political and other changes are usually, and justifiably, quali- 
fied by some such term as “probably.” The analytical significance of 
this literary device will be considered later. 

One of the earliest examples is incidental to a contrast between 
tariffs and quotas. With a tariff, 

if there are new changes in the conditions of supply and demand the volume of trade 

is automatically adapted With the quota, however, it is different. So long as 

the quota is not changed, the volume of trade is definitely limited. But cannot the 
quota be shifted? Quite obviously it can and often is. But the shifts are a cumbersome 

business Moreover the probabilities are against the shifts being made in what, from the 

international point of view can be called the equilibrium direction. A quota is not likely to be en- 
larged if a change in productive conditions elsewhere makes it possible for the foreigner to offer his 
goods on cheaper terms. 

^3 London, 1937. Ibid., p. 99, 

** Ibid., p. vii. « Ibid., p. 268. « Ibid., p. 57; my italics. 
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Steps are omitted from the logical argument because they can be taken 
for Ranted. But the form of the argument is clearly that, on certain 
assumptions, quotas will be administered in a particular way. 

The next obvious example is the argument that “the organization 
of the world on national socialist lines .... is almost certain to make 
the achievement of international socialism much more difficult than 
ever before.” This turns out to rest on the assumption that “the citi- 
zens of the wealthier areas” will (probably) not be prepared to share 
the sources of their incomes with the citizens of the poorer areas. 
Further exploring the implications of national planning, Professor 
Robbins observes that “the absence of freedom to migrate reinforces 
protectionist tendencies and produces a situation which will aggravate the 
political and economic instability of the world for man y years to 
come.”^^ Here we have one item in the data influencing another — a 
clear case of economic development. After such comment on “the eco- 
nomic consequences of independent national planning,” Professor 
Robbins continues: “Even more important and even more disturbing 
are its probable political consequences. There is reason to believe it is 
likely considerably to enhance international political friction. 

These fragments of development theory freely combine deduction 
from assumptions about human nature with extrapolation from past 
historical trends. “The whole history of government dealing proves 
this” (that “the actions of boards are likely to be much more the in- 
struments of political strategy, much less dictated by considerations of 
profit, than the actions of private dealers”®^). But usually the qualifi- 
cation, “probably,” robs the proposition of the precision and complete 
conviction of the propositions of pure theory. What does “probably” 
really mean in this connection? Only that the analysis is not complete. 
While it takes account of the factors which are believed to be signifi- 
cant, it is admitted that on some occasions, at least, other factors may 
interfere and vitiate the conclusion. In other words, “probably” plays 
much the same role in Professor Robbins’ theory of development as 
ceteris paribus does in empirical propositions of general economics. 

We may leave the reader to seek further fragments of development 
theory in other essays by Professor Robbins, such as those collected in 
'The Economic Basis of Class Conflict and The Economic Causes of War,^^ and 

'** Ibid., p. 66; my italics. 

Ibid., p. 90; my italics. Ibid., p. 78; my italics. 

60 Ibid. London, 1 939 and 1 940, respectively. 
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to test our observations regarding his method. No appraisal of his con- 
clusions will be attempted here. 

fisher: progress and insecurity 

Professor A. G. B. Fisher’s book on The Clash between Progress and 
Security‘s contains some material which is necessary to the theory of 
economic development, although it is primarily concerned with the 
adaptation of economic life to changing conditions rather than to the 
explanation of these changes. 

The rate of material progress which we are able to maintain is seriously diminished 
by widespread ignorance of the character of the changes and adjustments which it 
demands, and the disappointingly slow rate of recovery from the depression is in no 
small measure to be explained by this fact In these circumstances it is an impor- 

tant part of the economist’s task to depict as simply and as clearly as he can the nature 
of the changes, rh.** adaptations, which are needed for the realisation 

of the communis '/■>■ ,r 'ui progress.®"* 

Professor Fisher inclines to the belief that changes in tastes and tech- 
nique are unpredictable but claims that “we can predict in general 
terms the consequences for the general structure of our economy” 
when “improvements make possible higher average income levels.”®® 
What basis can we take for such forecasts? 

Though we cannot predict in detail the nature of the new goods and services which 
a community with rising income-standards will wish to purchase, observation of the 
expenditure habits of people who are already wealthy, aided by general reasoning, 
enables us to make some safe generalisations about what is likely to occur when poor 
communities find that they can spend more than they have been in the habit of 
spending in the past.®® 

From this emerges the thesis that progress implies a continual transfer 
of labor and other resources from “primary” to “secondary” indus- 
tries and, in really prosperous countries, to “tertiary” industries. “So 
long as the objective conditions for material progress are present, there 
will always be a tendency for the relative importance of primary prod- 
ucts to diminish, and the relative importance of tertiary industry to in- 
crease.”"' 

If this were all. Professor Fisher’s work, though important in itself, 
would fall hardly at all within the field of the theory of economic de- 
velopment as here defined. His assumption that technical improve- 
ments will continue is a proposition about development — arrived at 
by the extrapolation from observed past trends. He also assumes the 
constancy of a hierarchy of wants for the products of primary, second- 
London, 1935. Ibid ., p. 10. 

Ibid ., pp. 1 and 2. Ibid ., p. 25. *7 p. 33. 
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ary, and tertiary industries. But the analysis of the implications of 
the continuance of improvements, in terms of the re-allocation of re- 
sources between different employments, is an exercise in market the- 
ory. The principal contributions of Professor Fisher to the theory of 
economic development, however, consist in his study of the resistances 
which the transfer of resources encounters and his observation that, 
when these resistances are effective, market adjustments are not com- 
pleted and available improvements are not utilized. 

Resistance may take many forms. Passive resistance in the form of a 
refusal to move to places of higher remuneration is a common feature 
in discussion of “factor mobility”; economists have found this concept 
essential to explain persistent inequalities in remuneration or in em- 
ployment opportunities. But resistance may be active, through poli- 
tics and other channels outside the market. Any analysis of the condi- 
tions which imply active resistance of this type is an essay in the theory 
of what we have called “extra-market operations.” In our own de- 
velopment of the theory we have made use of points stressed by Pro- 
fessor Fisher, particularly the strength of the motive of security and 
the various institutional and other factors which may determine the 
form which resistance takes. Indeed, we found that much of this has 
wider application than Professor Fisher gives it; for, while material 
progress is not the only menace to the security of particular groups and 
security is obviously not the only motive to extra-market operations, 
the factors which influence resistances to the implications of progress 
may also affect the general preference of individuals and groups for 
extra-market operations as against market activities. 

We have seen that Professor Schumpeter treats inventions as eco- 
nomically irrelevant until they are given practical application as a 
“new combination” of resources. Professor Fisher’s analysis reveals 
incidentally an important factor among those which determine when 
an invention will become economically relevant in this sense. “In 
general the material progress, which growth of knowledge makes pos- 
sible, necessitates the transfer of labour and of capital from such indus- 
tries as the advance of knowledge has made more efficient, into other, 
and, in many instances entirely new industries.”®® Resistances to 
transfer not only cause overproduction and depression in the former in- 
dustries but also prevent the emergence of the new industries. Profes- 
sor Fisher does not altogether solve the problem of the hen and the 
egg; resources must be transferred to new industries if we are to have 

ss Ibid., p. 32. 
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increasing real incomes, yet there will be no demand for the new prod- 
ucts unless incomes are, in fact, increased. But at least he makes it 
clear that there will be fewer eggs if resistances to transfer are strong, 
despite the presence of demand for new or additional goods, e.g., if 
professional restrictions hamper an expansion of the medical profes- 
sion when the demand for increased services is expanding. 

Professor Fisher is not concerned to present a coherent theory of 
economic development in our sense; but, as is the case with other 
writers, fragments of such a theory may be discovered in his analysis of 
his own chosen problem. This really means that those problems lie 
partly in a field, which, it is suggested, should be systematically cul- 
tivated by the theory of economic development. 

ohlin: future economic organization 

We now consider an explicit essay on the prediction of future eco- 
nomic development which Professor Ohlin contributed in 1937 to a 
symposium on Ths World's Economic Future.^^ Although couched in the 
modest form of a popular lecture, this short essay is of particular inter- 
est as an illustration of the three methods of prediction distinguished 
above. 

It is interesting to note the extreme caution of all the contributors to 
this symposium and their modesty regarding their capacity to fore- 
cast the future. “The difficulty of interpreting the past or of under- 
standing what is happening around us to-day in this world that seems 
to be dominated by everything but reason,” writes Mr. Loveday, “is so 
great that no prudent person would commit himself willingly or wit- 
tingly to prophecies about the future.” He even feels that he “is per- 
haps unduly venturesome” in considering “some of the forces which 
have driven recent events into the course along which they have 
flowed, and to endeavour to estimate their probable strength in the fu- 
ture.”®“ This amounts to pure extrapolation, modified by personal 
judgment. Similarly, Professor Gondliffe begins by saying: “I, for 
one, am no prophet and cannot pretend to foretell even the immedi- 
ate future. All that one can do is to draw attention to significant trends 
of development in the recent p 2 ist which seem likely to project them- 
selves into the future. Even this limited objective presents a task in 
which past observers have not been conspicuously successful.”®^ Ac- 

Loveday and Others, T/ie World’s Economic Future (Sir Halley Stewart Lectures [Lon- 
don, 1937]). 

Ibid., p. 17. »» Ibid., p. 43. 
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cording to Professor Heckscher; “There is only one thing certain with 
regard to the future, and that is its uncertainty. He, too, is chiefly 
concerned with observed “tendencies already afoot,” although we 
may note one proposition with an analytical flavor: “Whereas laissez- 
faire did and does nothing to prevent a development opposed to itself, 
the belief in interference and monopolistic organisation consciously 
counteracts tendencies to change.”®® 

Professor Ohlin himself regards his essay as a departure from the 
rule that it is wise from the scientific viewpoint for economists “to con- 
fine themselves to a study of what has already happened”; but he rec- 
ognizes that practical policy requires the formation of opinions about 
the future, “for our actions are concerned with the future.”®^ Having 
undertaken to “speculate a litde about some future economic tend- 
encies,” particularly in the field of organization. Professor Ohlin be- 
gins with “some observations about the tendencies which have char- 
acterised the past decades. If there are no special reasons for expect- 
ing a change, one can assume a certain probability of a further move- 
ment in the same direction. Hence, one has to establish what this di- 
rection has been, and then to analyse carefully all possible reasons for 
a change in movement.”®® This position is similar to that adopted in 
the present work. As compared with other contributions to this sym- 
posium on The WorlTs Economic FuturCy Professor Ohlin’s essay is dis- 
tinguished by a more systematic approach to the problem of correcting 
extrapolated trends by the analysis of “possible reasons for a change in 
movement.” 

Professor Ohlin suggests that “the chief characteristic of change in 
the organisation of society in the last half-century has been the growth 
of central organisation and control”®® by trusts, trading associations, 
large firms, and public authorities. Some of the causes of the change 
can be determined. This development has been “called forth” by cer- 
tain other changes: the growth of large-scale production and monop- 
oly, the growth of trade-unions and the rigidity of wage rates, the re- 
duced facilities for international migration, and the severity of recent 
economic depressions. “As one piece of relatively automatic machin- 
ery breaks down so it becomes necessary more completely than before 
to manage also the rest of the system.”®^ The development of control 
is explained, however, only in part by the greater need for organization; 
other factors are '^^our growing ability to organise^^ and “a slow but none 

«* Ibid.y p. 81 . Ibid., p. 65. Ibid., p. 66. 
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the less radical change in the attitude and mentality of business men.^^ The 
latter amounts to a decline in the belief in the inevitability of progress 
and an increased willingness to co-operate and accept control. With 
it goes the assumption of a right to state assistance in various forms. 

Professor Ohlin writes; 

The impression one gains from a review of the kind I have attempted is that the 
change in organisation of our society in the last half-century can be regarded as a 
double adaptation to new technical and international conditions and to variations in 
the social outlook of man. There is of course a mutual inter-dependence between the 
new forms of organisations and the attitude and outlook which has led to them. The 
changed milieu and the changed psychology are parts of the same process, and it is 
largely arbitrary which one wishes to regard as cause and which one wishes to regard as effect. 
That there is a certain inherent necessity in this development can hardly be doubted.®* 

So much for the past. But Professor Ohlin’s problem is “whether 
these tendencies towards a more highly organised society are likely to 
continue or not. To form an opinion on this question it is necessary 
first of all to remember that many of the basic circumstances which 
have hitherto led to growth of organisation remain” and “will in the 
future also call for central direction and control in many ways.”®® It 
is doubtful whether present conditions favor a growth of large-scale 
production or a trend toward smaller units; factors operating in the 
latter direction include automatic machinery, electric motors, and the 
automobile. “But one thing seems certain: that to interpret recent de- 
velopments simply as a movement back to the nineteenth-century 
type of small, entirely independent units is unjustifiable.”^® Professor 
Ohlin sees the need for an economic system “which combines flexibil- 
ity with the possibility of centralised direction in certain special re- 
spects. If I am right in saying that there exists a need for something 
like this, then I think one may also expect that an actual movement in 
this direction will come.”^^ 

From this outline it will be apparent that Professor Ohlin treats 
these changes in economic organization as adjustments to given condi- 
tions. The data are similar to those of economic theory — methods of 
production, the distribution of ownership of resources, and the wants 
of consumers and producers. But, instead of assuming that buying and 
selling are the only possible adjustments to these data, Professor Ohlin 
admits and explores the possibility of other adjustments which are ex- 
pected, by the economic subject, to give greater satisfaction than mere 
buying and selling under existing conditions. In the light of the causal 

Ibid., p. 74; my italics. Ibid., p. 80. 
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relations which appear to be established by such studies, he then modi- 
fies the results obtained by simple extrapolation from past trends. 

gilfillan: the prediction of inventions 

In view of the reluctance of economists to claim any competence 
to forecast changes in productive technique, special interest attaches 
to a sociological approach to the problem of prediction. In an attempt 
to improve on the simple extrapolation from past trends or flights of 
sheer imagination, which form the basis of predictions made by some 
writers on “popular science,” S. G. Gilfillan has drawn on both sociol- 
ogy and economic theory.'-^ 

Mr. Gilfillan refers to an article in the Scientific American magazine 
of October, 1920, which, although “it was aimed not more than 75 
years in the future, reads to-day as a very reasonable, clear-sighted 
pre-view of the developments of the past 16 years, and those that we 
would predict to-day .... 3 per cent have been proved wrong; 3 per 
cent will be proved wrong in the writer’s opinion; and 22 per cent are 
doubtful.” It is suggested that “the proportion right is much larger 
than one would expect from mere luck” (although “we do not know 
how to estimate the number of hits that could have been obtained by 
sheer luck”).^® The article in question, however, omitted two impor- 
tant inventions — radio broadcasting and the talking picture. In both 
cases the fundamental inventions were already known; but their prac- 
tical applications and commercial development were not foreseen. 
This is an interesting commentary on Professor Schumpeter’s view 
that inventions are not data until they are applied. It would be a 
great aid to the formulation of economic policy if we could predict 
which of the inventions at present known to scientists will be developed 
and exploited, even though we might not foresee new inventions. 

Other examples of moderately successful forecasting are quoted, in- 
cluding Mr. Gilfillan’s own essays in this field over the last twenty-five 
years. The best seers of all, in his opinion, are 

distinguished technical and scientific men, who choose to predict in their own general 

field Yet thrv r.rc ’ir:h!c to frcm drvelrnment'! in out'Jide line*!, and from 
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these are usually much impressed with the failures of all past inventors to achieve this 
and that, because of supposed scientific principles that bar the path There 

National Resources Committee, Technological Trends and National Policy (Washington, 
1937), pp. 15-38; also S. C. Gilfillan, The Sociology of Invention (Chicago, 1935). 
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seems to be a clear case for a committee of technical men uniting their labours, to- 
gether with those of social scientists and students of prediction.’* 

Extrapolation from past trends “appears to give the best results for 
short prognostication.” Most great inventions are not single inventive 
acts but represent 

an agglomeration of a vast number of detail inventions fust as a merchant 

whose figures show a steady growth of his business expects still more business in the 
future, so when we see patents piled ever thicker upon food syntheses, or see aircraft 
capable of landing in less and less space, or television screens growing larger and finer, 
we readily, confidently and justifiably project these trends a short way into the future.’® 

Moreover, there is a considerable period of time between the first con- 
ception of an invention and its embodiment in a working model and a 
further period before it receives commercial exploitation. “Here is, 
then, an excellent rule of prediction — to predict only inventions al- 
I’ready born, whose physical possibility has therefore been denaon- 
istrated, but which are usually not yet practical, and whose future sig- 
nificance is not commonly appreciated.”^® 

“The second reason why inventions can be predicted is that they 
have causes. They are not just accidents, nor the inscrutable prod- 
ucts of sporadic genius, but have abundant and clear causes in prior 
scientific and technological development. And they have social 
causes and retarding factors.” Evidence of this is found in the re- 
markable frequency of simultaneous discovery by independent work- 
ers. Mr. Gilfillan admits that “we have not yet learned” to use “this 
wide causative base” scientifically to predict specific inventions; but he 
claims that we do “reason from such bases.” This is illustrated by an 
analysis of the factors affecting the development of stereoscopic sound 
production. Several developments in diverse fields have created a 
need for this invention, and acoustic devices generally are improving. 
Methods are known for producing stereoscopic sound effects (and have 
been demonstrated in Australia since Mr. Gilfillan wrote). On the 
other hand, the resistances are such as will be overcome in time: cost, 
by rising incomes; unfamiliarity, by the growth of popular knowledge; 
and so on. 

This method involves the modification of an extrapolated trend to 
take account of all the possible complicating factors. Mr. Gilfillan sug- 
gests that it may give good results over a longer range than the method 
of simple extrapolation. 


Ibid., p. 16. 
’» Ibid., p. 18. 
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For predicting the broad social consequences of inventions, Mr. Gil- 
fillan uses the concept of equivalent invention, arguing that, though a 
prediction may be wrong as regards the particular technical device, 
some other device meets the same needs and produces much the same 
effects upon the general life of society. For economic policy it is 
usually important to estimate future trends with greater accuracy, 
since we are often concerned with particular industries or groups 
rather than social life as a whole. Nevertheless, in considering i^e de- 
velopment of other economic data, such as the sociolegal framework of 
society, the concept of “equivalent invention” or — shall we say? — 
“equivalent change in data” may prove of value. 

This review of Mr. Gilfillan’s “theories” is not intended to show 
that economists should add to their present field the prediction of the 
future course of scientific discovery. But an economist who would ad- 
vise on the problems of a particular industry may well have to modify 
and supplement the engineer’s forecast of future technical develop- 
ments in the light of his own special economic knowledge. And he will 
accomplish this task better if he has studied the interplay of economic 
behavior and other factors in the production of data changes, instead 
of confining his attention to the response of the market to a given set 
of data. 


BUSINESS-CYCLE THEORY 

Professor Schumpeter’s theory of economic development appears to 
have its origin in the recognition that, under the assumptions of 
“static” theory, the cyclical fluctuations which are a feature of the 
real world, are impossible. Other writers, in developing a theory of 
business cycles, have been forced to introduce aissumptions which con- 
|yert economic theory into a theory of economic development. Even 
those who have attributed the recurrence of crises to “external” 
causes, such as harvest fluctuations and sun-spot cycles, have usually 
found it necessary to add some process of internal development, 
through which the repercussions of the external disturbance were 
propagated^ throughout the whole economy. 

The usual type of business-cycle theory consists of a series of demon- 
strations of the way in which one “phase” grows out of the preceding 
one and contains the tendencies which finally produce the following 
one. “The boom sows the seeds of depression.” But the process by 
which one phase grows out of its predecessor is found in the market ad- 
justments which the individual economic subjects make to the data and 
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the new form of the data ushers in the next phase of the cycle. This 
general pattern of development in the data through market adjust- 
ments to the data will be found to be common to all theories of the 
business cycle, though the theories differ considerably in their choice 
of assumptions and, consequently, in the processes which are sup- 
posed to produce one phase out of another. 

In the sequence analysis favored by Professor D. H. Robertson^® and 
Dr. Erik Lundberg^® this modification of the data through market ad- 
justments in each time interval is still more explicit. Indeed, this is 
the essence of sequence analysis; instead of merely seeking assumptions 
which imply continuous oscillation of the dependent variables, it seeks 
to trace the process at work in successive stages of the fluctuation. 

Beyond the suggestion that the problem of fluctuations may be seen 
a little more clearly if it is thought of as a particular case of economic 
development, the subject need not be pursued further. The reader 
will not expect, at this stage, any detailed account of particular essays 
in business-cycle theory from this point of view. 

CONCLUSION 

We have not attempted to expose every trace of development theory 
that can be discovered in economic literature. Some of the more im- 
portant analyses to be found in present-day economic theory will be 
utilized in the following chapter. The purpose of the foregoing frag- 
ments, it will be remembered, is to show the honorable place which 
the theory of economic development occupies in the tradition of eco- 
nomics and to observe the extent to which various writers have relied 
upon the three methods of prediction previously noted. Our next task 
is to indicate the main lines of a theory of economic development 
which may be used to help out existing economic theory in the inter- 
pretation and prediction of events. 

Essays in Monetary Theory (London, 1940). 

Economic Expansion (London, 1937). 



CHAPTER IX 


NEXT STEPS IN THE THEORY OF ECONOMIC 
DEVELOPMENT 

T he position we have reached may now be summarized. The 
economist who advises on practical problems is concerned 
with the prediction of events. If he bases his predictions upon 
the assumption that the conditions of economic activity will remain 
unchanged while prices, production, and incomes adjust themselves 
to the initial conditions, these predictions are likely to be wrong. The 
conditions themselves are continually changing, partly because some 
conditions react upon the others directly (e.g., geographical distribu- 
tion of persons reacts upon their tastes); partly because the best ad- 
justment some people can make to the given conditions is to try to 
alter them; and partly for no reason at all, so far as we can see with our 
limited comprehension of the world about us. The economist is forced 
to estimate how these conditions are likely to develop in the period 
under consideration — or to adopt somebody else’s estimate — and 
must base his analysis of market or extra-market behavior on the as- 
sumption that the data will change according to the estimate. 

When past experience includes changes for which no explanation 
can be offered, the only practical method of predicting future changes 
is pure extrapolation. The chief problem encountered in this method 
is the determination of the “true” past trends. Any advance in the 
technique of observation, of isolating the “central tendency” of dif- 
fused movements and analyzing a total into its component parts (as 
in population forecasts) will improve the chances of accurate extra- 
polation. Some enterprising economists have contributed to the art 
of extrapolation in the past; and others may be led, by interest in a 
concrete problem, to attempt to improve existing methods. There is 
no reason to consider this work to be outside the sphere of the econo- 
mist, any more than the empirical studies which are necessary to verify 
the assumptions of market theory or to “discover new types of con- 
figuration of the data suitable for further analytical study.”^ But when 
(as in the case of population forecasts) a band of workers makes a new 
specialty of the determination of past trends and the calculation of ex- 

1 L. Robbins, Essay on the Nature and Significance of Economic Science (2d ed.; London, 1937), 
p. 118. 
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trapolated trends, most of us general practitioners will be glad to con- 
sult the specialist on all cases where pure, but far from simple, extra- 
polation is required. Even where science throws some light on the 
causes of change, it will often be safer to use our scientific knowledge to 
modify the results of pure extrapolation than to attempt a forecast 
based entirely on a causal hypothesis. In most economic problems 
some use of extrapolation is essential, because science can give only an 
incomplete causal analysis of the changes observed in the past. 

But to rely on pure extrapolation alone, when our knowledge of the 
causes of changes suggests that such a procedure would give inaccurate 
results, is out of the question. The economist concerned with practical 
affairs must take a lively interest in the extension of knowledge re- 
garding the causes of development; and, in so far as the causes are to 
be found within the field of economics, it is for economists themselves 
to discover them. 

The essays in prediction and the theories of development noted in 
the preceding chapter employed pure extrapolation — and extrapola- 
tion corrected according to the findings (not always correct ones) of 
economics and other sciences. But there has been the greatest varia- 
tion in the use made of these three methods of prediction; and it may 
be hoped that a systematic examination of their respective possibilities 
and a consideration of the relations between them will assist their bet- 
ter utilization in the future. 

LIAISON WITH OTHER SCIENCES 

The economist has worries enough of his own without extending his 
investigations into fields already tilled by other sciences. But it is 
necessary to establish points of liaison with these other sciences so that 
their findings can be utilized in the prediction pf economic develop- 
ment. In particular, the economist needs to know whether other sci- 
ences have determined unambiguously the past trend of the conditions 
of economic activity and whether they have discovered the causes of 
changes in these conditions. If other scientists, working in the fields to 
which these questions are appropriate, tend, under the pressure of 
other interests, to neglect or postpone the investigations which might 
provide answers for the economist, he must take the initiative himself 
and press for the recognition of his problems by the other sciences. As 
was indicated in our discussion of the need for collaboration among 
the sciences in the study of human behavior, the economist’s request 
for assistance is more likely to yield results if he can pose his questions 
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in such a way that they will be recognized as problems of interest to 
the other sciences. This requires some appreciation of the scope and 
methods of the other sciences. On the other hand, the economist must 
be able to reciprocate with a similar service when it is needed. If, as in 
the case of population forecasting, specialization has developed and 
the specialists are combining the three methods of prediction already 
distinguished, the economist must be ready to contribute the best pos- 
sible analysis of the economic factors concerned. The implications of 
this for the general development of economic theory will be considered 
later in this chapter. 

A very brief re-examination of the various classes of economic data, 
using the list already discussed (p. 149), will serve to indicate some of 
the other sciences with which liaison is necessary and also those changes 
in conditions which have not yet been sufiRciently investigated in the 
way that is required for our present purpose. 

In relation to the prediction oi population changes, little more need be 
said. From the ranks of the statisticians, the sociologists, the psycholo- 
gists, the medical scientists, and others, as well as economists, an in- 
creasing number of workers has felt the attraction of this field of re- 
search and, once initiated to its mysteries, has had to enlarge their in- 
quiries beyond the usual limits of the science for which they were origi- 
nally trained. Population studies have already developed, as we have 
noted, into a specialty, requiring the employment of several different 
techniques. The study of past chaises, with a view to extrapolation, is 
systematically undertaken; and the limitations of existing records will 
be gradually removed, as governments become increasingly “popula- 
tion conscious.” The problem of causes, too, is being attacked from 
many angles. In the future the population specialist rather than the 
economist may assume the initiative in seeking collaboration; as the 
interaction of economic and other processes in this field comes to be 
better understood, there will be need for the economist to work out 
more fully the particular economic problems which emerge from the 
study of the population question as a whole. For instance, we know 
relatively little, yet, about the cost of successive children and the par- 
ticular readjustments of consumption which an increasing family im- 
poses on people of different income grades. Again, the future move- 
ment in other costs, such as those for houses, domestic service, and 
medical attention, will react in turn upon the economic problems of 
the increasing family. It is likely that the economist can contribute 
to the general problem by the study of such specific economic ques- 
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tions as these. But we cannot expect to anticipate, a priori, all the par- 
ticular matters which will require his attention from the viewpoint of 
population forecasts. 

Population stands alone among the data in having been made the 
subject of a special branch of science, concerned primarily with the 
prediction of its future changes and resting on an appreciation of the 
economic and political importance which these changes are likely to 
assume. Most items in the list of data have found a place in studies of 
a more or less scientific nature, but the objective has rarely been the 
prediction of data changes for purposes of economic analysis. The de- 
velopment of specialist studies, each centered in one of the main 
classes of economic data but drawing on the methods and findings of 
other sciences, as well as on those of economics when they are relevant, 
would undoubtedly facilitate the improvement of the technique of 
pure extrapolation, as well as its correction for causes of change. Avail- 
able statistical records would be ransacked, and new statistical mate- 
rial might be collected, as the political and economic importance of 
changes in particular types of data came to be more widely under- 
stood. And the workers in any one of these specialized sciences of pre- 
diction would, like the students of population changes, see the inter- 
play of the different causal processes more clearly than the workers 
who confine their attention to one of the general fields of research in 
which these processes are revealed. 

It may be that the foundations for such specialties must be laid by 
economists or other social scientists, who, driven by the desire to pre- 
dict changes in their own data, draw from other fields the material for 
extrapolation. Thus Gannan laid foundations for the modern tech- 
nique of population forecasts, though he did not devote himself to its 
further elaboration. In the prediction of inventions the initiative has 
come from a sociologist. It is to be hoped that a number of workers 
will be attracted to specialize in this field and that there will not be so 
long an interval between the pioneering work of Mr. Gilfillan and the 
development of the specialty as there was between the work of Cannan 
and Kuczynski on population changes. 

There is no group of specialists busy on the prediction of changes in 
the second class of economic data, namely, the tastes and dispositions of 
the people but relevant material will be found in a number of sciences 
other than economics. Psychology, sociology, and political science 
have sought to reveal the springs of human action and the channels 
into which individual and group behavior flows. History has recorded 
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many of the changes in tastes and dispositions that have attracted at- 
tention in the past; and social and political theorists, as well as busi- 
nessmen, have speculated on the course of future changes in the par- 
ticular field which held their interests. But of systematic extrapolation, 
corrected according to theories of the causes of change, the economist 
will find little in a form immediately useful for his purposes, until he 
presses for work along these lines. Moreover, the various related fields 
have not been exhaustively studied by scientific methods. For in- 
stance, changes in consumers’ tastes have been described by some 
writers, but inadequately. One method of arousing the interest of 
other scientists in these problems of extrapolation is for some econo- 
mists to rush in where their colleagues fear to tread and, by their own 
amateurish essays in these related fields, stimulate the appropriate 
specialists to draw on their superior knowledge and technique in order 
to set the “intruders” right. This method may yield more results than 
grandiose projects for organized collaboration between scientists who 
have not yet learned one another’s languages. 

Turning to the amounts and kinds of productive capacities, we find an even 
larger array of specialized sciences which should be able to provide a 
basis for extrapolation. On the side of personal powers, individual psy- 
chology, educational records, statistics of sickness (from hospitals or 
health insurance), and results of periodical physical examinations con- 
tribute to our knowledge of past changes; and investigation of the 
causes of change has proceeded along various lines. On the side of 
material agents, there are scientific studies of soil erosion, evaporation, 
forestry, mineralogy, and similar factors affecting the supply of natural 
resources; while industrial history and statistics of building, machine 
production, and transport facilities reveal past trends in the accumu- 
lation of capital equipment. 

Many of these factors are already the subject of public policy, de- 
signed to influence future development. Pure extrapolation, on the 
basis of past experience, will be a poor guide to future changes in these 
cases, unless the effects of policy are merely to confirm and continue 
past trends. The prediction of “planned development” must be 
based, in the first instance, on a knowledge of the plans and should 
proceed by estimating the capacity of the executive authorities to 
achieve them. This may depend upon economic considerations, be- 
cause the plans of various authorities sometimes react upon one an- 
other through their demands on the market for labor, materials, and 
capital. Consequently, the economist must apply his own technique in 
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the case of those material agents which are produced as a result of busi- 
ness decisions. 

For material on which to base pure extrapolation of changes in the 
distribution of ownership we must rely on “economic” statistics; and it is 
largely to economic science that we must look for the correction of pure 
extrapolation according to the operation of discernible causes of 
change. It is much the same in the case of the geographic distribution of 
people and things, though here again we must also reckon with the effects 
of public policy, and particularly of “planned development.” 

In the state of the arts we reach another class of data, changes which 
are the subject of study by other sciences. The history of science and 
technology should provide some basis for pure extrapolation of future 
developments; and, as we have seen, the correction of such extrapola- 
tion according to knowledge of causes (including those that work 
through economic processes) has already been essayed in the special 
case of inventions. 

Turning to the three special additions to Professor Knight’s original 
list, we find special sciences concerned with various aspects of public 
policy: political science, law, public administration, and such particu- 
lar sciences as are drawn upon in planned development. While fore- 
casts of public policy are important for many people, the difficulties 
are such as to discourage the emergence of a specialized science of pre- 
diction. Monetary conditions have been traditionally within the field of 
economics, and the necessary contacts with the technology of banking, 
coinage, exchange, and the like have long been established. Market 
situations have not been made the subject of a special science of predic- 
tion, but study of the causes of changes has been shared by law and 
economics- 

To sum up, we have a special science of population prediction and 
the beginnings of one for the prediction of inventions. But for all 
changes in the other data of economics it is necessary to draw on a 
number of unrelated sciences and to effect a synthesis of their inde- 
pendent contributions. In some cases, such as the tastes and disposi- 
tions of the people, when all the other existing sciences have been 
tapped, there will still remain considerable gaps in our knowledge. 
Pending the development of new special sciences concerned with the 
prediction of changes in particular classes of data, the preparation of 
forecasts by the method of extrapolation and the necessary synthesis of 
available knowledge from various fields to correct the results of pure 
extrapolation will not be undertaken by anybody, unless by the econo- 
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mist himself. The initiative in collaboration among the sciences must 
come from those who require, for their own work, information which 
their own specialized techniques do not provide; and this is the posi- 
tion of the economist, who, in the interests of realism, must work with 
estimates of future development in the conditions of economic activ- 
ity. 

As in other sections of this book, our discussion points the way to a 
field for research rather than providing at once the additional knowl- 
edge which is suggested as necessary for realistic economics. But it 
must be pointed out that, beyond a certain point, the cultivation of 
this field, in only general terms, will yield decreasing returns. Just as 
the conditions of economic activity vary from place to place and from 
time to time, so, too, the rate and direction pf change, and even its 
causes, will vary. It is this that renders so dijfficult any attempt to pre- 
dict “economic evolution” for the world as a whole. But, as already 
pointed out, the economist is more likely to be asked for advice on 
limited, local problems; and the field of research can therefore be sub- 
divided into more manageable allotments. And, even though the 
backwardness of some sciences may leave considerable gaps in any 
attempt to present a synthetic estimate of future changes in the data of 
a particular economic problem, it is suggested that the capacity to 
make the most of the available facts in such estimates should form part 
of the equipment of the economist. This capacity is more likely to 
developed by the systematic exploration of the problems of econo 
development by the three methods already distinguished and by the 
cultivation of the necessary contacts with other sciences than by con- 
centrating on the study of equilibrium theory and trusting to common 
sense for the rest. 

Moreover, it is necessary to pose the general problems involved in 
the prediction of economic development, in order to stimulate the 
analysis of those economic processes which are partly responsible for 
the data changes. This is the specific contribution which the economist 
might be expected to make to the theory of economic development, as 
distinct from the synthesis of the contributions of various sciences. 

ECONOMIC PROCESSES IN DEVELOPMENT 

We turn, therefore, to the economic theorist’s special contribution 
and consider the implications for economic theory of the observation 
that economic processes play an important part in the production of 
some of the changes which constitute economic development. If the 
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results of pure extrapolation are to be corrected according to our 
knowledge of the causes of change, we must make our knowledge of 
the economic factors as full as possible. This involves the exploitation 
of those existing economic theories which do throw light on develop- 
ment and the construction of new ones to fill the gaps in our analytic 
technique. 

Does this mean that we should add to our science a special depart- 
ment, like the production, exchange, and distribution of the old- 
fashioned economists and the statics and dynamics of the most mod- 
ern? To Professor Roll belongs the distinction of having set aside a 
whole part, in an elementary textbook, for a discussion of “Problems 
of Change.”^ He does not, however, venture upon a systematic ex- 
ploration of economic development. “Modern economics can say 
little” about the causes of change in the data. “It may be possibe to 
enunciate general laws of change, but it is beyond the competence of 
the economist of today to do so; the knowledge of the historian, sociolo- 
gist and philosopher is required as well.” Admittedly, “the economist 
can make some contribution towards answering inquiries into the 
causes of change, for some of the causes lie within the economic system. 
.... But there are other causes to be taken into account.”® Professor 
Roll sets out, therefore, to consider only “what changes in economic 
relations will be necessary in order that a change of data may be, so to 
speak, ‘absorbed’ into the system.” This position is similar to that 
adopted in Professor Fisher’s The Clash of Progress and Security ^ dis- 
cussed earlier. 

But, in dealing with population, tastes, and technique, Professor 
Roll does, in fact, consider the causes of changes, if only in summary 
fashion. For instance, he distinguishes “three types of changes in 
tastes.” 

There are, first of all, changes the causes of which cannot be easily traced; these 
we might call autonomous. Then there are others which are themselves the results of 
changes in population, capital, productivity, etc.; these, for want of a better word, we 
might call repercussive changes in consumers’ demands. And finally, there are changes 
in tastes which are deliberately brought about; they are induced.* 

As it turns out, Professor Roll gives more space to illustrating and 
discussing these causes of change than he does to “the reactions of the 
economic system” to the changes themselves. The content of his dis- 
cussion suggests that “repercussive changes” fall under, but do not ex- 

* E. Roll, El/pTients of- Economic Theory (London, 1937), Part III. 

» Ibid,, pp. 205-6,. * Ibid., pp. 217-18. 
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haust, our category of changes which can be traced to the direct influ- 
ence of other data. 

There is no reason to be dogmatic about the arrangement of the 
body of economic theory for purposes of exposition; and a concluding 
division on “economic change” provides a convenient home for the 
problem of fluctuations. But such a division will tend to be scrappy 
and ill-furnishedj until such time as the possibility of analyzing data 
changes is systematically investigated throughout all the divisions of 
theory. It seems preferable, therefore, to place the problem of eco- 
nomic development among the central problems of economic theory, 
on an equal footing with the adjustment of the market to given condi- 
tions, and to bring it to the notice of students early. Then the two 
types of analysis can be elaborated in close relation to each other; and 
in many of the theories of which the establishment of equilibrium at 
present appears to be the climax the analysis can be pushed on into the 
realm of data changes. If, after the exploration of market activities, 
extra-market operations are analyzed, their role in the development 
of the data will be too obvious to be ignored. 

The present problem, however, is not that of exposition but that of 
theoretical construction. The goal of development theory has already 
been indicated as the discovery of those economic processes which con- 
tribute to the production of change; and the relation of this type of 
theory to the task of concrete prediction has been set out. But the 
material for a “Principles,” in which development will figure as promi-l 
nently as equilibrium, has not yet been assembled. That task, like 
others indicated in this book, is large enough to keep many workers 
busy for some time. All that can be attempted here is to turn out for in- 
spection some of the material which is already to hand, although its 
suitability for this purpose has not been previously recognized, and to 
suggest some further lines of exploration. 

We must, of course, be on our guard against theoretic blight in this 
field, as in others. Examples of theoretic blight in development the- 
ory are, indeed, not uncommon. For instance, economists have argued 
that, because one set of economic conditions could be the logical conse- 
quence of certain practices, the latter are in practice the cause of the 
former. Even Professor Roll uses language which suggests this type of 
bogus theory of development. “Division of labour and the use of 
machinery give rise to two important social institutions, private prop- 
erty and exchange.”® All the historical and anthroggiogical -evideijce 

® Ibid., p. 23. 
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points to private property and exchange being older than both divi- 
sion of labor and machinery. But, while this may serve as a warning, 
it need not discourage us from seeking less questionable fragments of 
development theory in general economics. 

Some examples have already been referred to in the preceding two 
chapters, notably Marshall’s long-period analysis, the theory of sav- 
ing, and business-cycle theory in general- Some scraps of straight eco- 
nomic theory will also have been noticed in Professor Ohlin’s essay 
on future development, summarized in chapter viii. It is not proposed 
to go back over this ground. Although each of the examples already 
mentioned would bear considerable elaboration, that should not pre- 
sent great difficulty for any economist who has grasped the general 
method involved, namely, to search for assumptions pregnant with in- 
ferences about data changes rather than mere adjustments to given 
data and to ignore the self-denying ordinance which has confined eco- 
nomic analysis to the latter. The possibilities of the method may be il- 
lustrated by a short review of some constructions of modern theory 
which, while not explicitly designed as part of the theory of economic 
development, nevertheless contribute to it. 

INCREASING RETURNS AND THE TREND TOWARD MONOPOLY 

Perhaps the most famous example of developmental implications in 
market theory is Marshall’s observation of the difficulties inherent in 
the assumption of increasing returns in a competitively organized in- 
dustry. Cournot, who anticipated so much of modern monopoly the- 
ory, had drawn up a curve of competitive supply price, by adding the 
output of each competitor at each given price and assuming a de- 
creasing cost curve for each competitor. Writers such as Cournot, 
says Man-shall, apparently did not notice that “their premises lead in- 
evitably to the conclusion that, whatever firm first gets a good start 
will obtain a monopoly of the whole business of its trade in its dis- 
trict.”® For equilibrium theory this raised the problem of the incon- 
sistency of the assumptions of decreasing supply price and pure com- 
petition. This inconsistency could be removed only by introducing the 
assumption of “external” economies, which were associated with the 
growth of a particular industry and served to lower the individual cost 
curves of all the firms in the industry, while still permitting each in- 
dividual firm to operate under conditions of constant or increasing 
average cost. 

* A. Marshall, Principles oj Economics (8th cd.; London, 1922), p. 459 n. 
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Doubts as to the frequency, in practice, of economies which were 
“externaP’ to the firms but “internal” to a single industry gave added 
interest to the development of the theory of “imperfect competition.” 
Marshall himself had given the clue. “IV^anufactures, which are adapt- 
ed to special tastes” are likely to be produced on a small scale 

under conditions of decreasing cost But these are the very industries where each 

firm is likely to be confined more or less to its own particular market; and, if it is so 
confined, any hasty increase in its production is likely to lower the demand price in 
that market out of all proportion to the increased economies that it will gain, even 
though its production is but small relatively to the broad market for which in a more 
general sense it may be said to produce.^ 

With the systematic development of the theory of the particular mar- 
ket,® the issue in equilibrium theory was cleared up. 

But Marshall’s observation of the conflict between pure competition 
and decreasing costs was also adopted to explain the growth of monop- 
oly. Both Professor Taussig and Professor Clay in their general text- 
books ascribe the prevalence of monopoly in public utility industries to 
the fact that these industries, with their huge overhead costs, yielded 
decreasing average cost as output increased.® The common observa- 
tion that monopoly is more probable in industries where large-scale 
production is economical is another statement of the same principle. 
This is really a proposition in the theory of economic development. 
If we assume competition to begin with and a standardized product 
and add the assumption that average costs will decrease as long as any 
firm increases, we can predict that competition will give way to 
monopoly, for this is implicit in our premises. 

It should be noted, however, that the theory of product differentia- 
tion, or imperfect competition, suggests an alternative line of develop- 
ment. If we modify our premises and assume that product differentia- 
tion is possible, we can no longer predict the emergence of single con- 
trol in the industry. Instead, there may be established an equilibrium 
of many small firms, selling differentiated products. To determine 
which line of development will be actually followed, the assumptions 
of our theory would have to be enlarged to include specific data as to 
the cost of product differentiation, as well as its efficacy in protecting 
each firm’s “particular market.” Thus the concept of a particular 

^ Ibid., p. 458; see also p. 849. 

8E. H. Chamberlin, Theory of Monopolistic Competition (Cambridge, Mass., 1933); Joan 
Robinson, Economics of Imperfect Competition (London, 1933). 

® F. W. Taussig, Principles of Eiconomics (3d ed.; New York, 1924), II, 117; H. Clay, Eco- 
nomics for the General Reader (London, 1922), p. 134. 
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market supplies not only an explanation of the persistence of decreas- 
ing costs in an industry consisting of many “competing” firms but also 
an element in a theoretical analysis of the development of market 
situations. Economists have hitherto been so absorbed in the analysis 
of different market situations arising from differentiation of the prod- 
uct and so little interested in the construction of development theory 
that little or no attention has been given to the significance of product 
differentiation in the latter connection. 

Discussions of the trend toward monopoly or competition are fre- 
quent enough in economic literature. Many writers have drawn atten- 
tion to the effect of tariffs and the general background of commercial 
law, as well as the “technical advantages” of large-scale industry and 
the possibility of monopoly gains. On the other hand, attention has 
often been drawn to “the tendency of free enterprise to break down 
monopolitic positions.”^® All this falls within the theory of economic 
development, and it is suggested that the possibility of predicting the 
future development of various market situations would be increased if, 
in the analysis of each situation, attention were paid to the conditions 
which imply development into a new situation, as well as to the condi- 
tions necessary for equilibrium. 

LOCATION OF INDUSTRY AND INTERNATIONAL TRADE 

The theory of location of industry is essentially development theory, 
because it takes as its dependent variables the geographical distribu- 
tion of persons and material agents, which serves in turn as a datum for 
ordinary equilibrium analysis. Moreover, the theory reveals certain 
tendencies toward cumulative change which are of particular inter- 
est. Among the conditions which determine the location of an indus- 
try are accessibility of the market and availability of an adequate sup- 
ply of labor. Yet the establishment of an industry in a particular lo- 
cality contributes its quota to both the market and the labor supply, 
by providing livelihoods for additional workers in that district and 
perhaps a demand for the products of subsidiary industries. 

Some of the most striking examples of development theory, how- 
ever, are to be found in the modem theory of interregional and inter- 
national trade, which, in Professor Ohlin’s hands, becomes an exten- 
sion of “localisation theory.” The classical theory of international 
trade was based on the assumptions that labor and capital are mobile 

Robbins, Economic Planning and International Order (London, 1937), p. 157. 

Cf. E. A. G. Robinson, The Structure of Competitive Industry (London, 1931), chap. x. 



next steps in theory of economic development 203 


as between different employments within a single country, but not as 
between different countries. Otherwise no special theory of interna- 
tional trade would be required. “The difference between a single 
country and many,” wrote Ricardo, “is easily accounted for by con- 
sidering the difficulty with which capital moves from one country to 
another to seek a more profitable employment, and the activity with 
which it invariably passes from one province to another in the same 
country. Cairnes, who had established the existence of “non-com- 
peting groups” of workers within a country and observed the interna- 
tional mobility of capital, argued that the above distinction was one 
only of degree.'® But the full significance of this qualification was not 
recognized until the effects of international mobility of the factors of 
production upon the course of commodity trade became the subject 
of systematic study. 

From Professor Ohlin’s analysis there appear to be three economic 
processes by which international factor movements may be produced 
out of the original conditions which are necessary to initiate commod- 
ity trade. The first is indicated by the observation that commodity and 
factor movements may be alternative responses to a given set of data; 
the second arises through the effects of trade upon the relative earn- 
ings of the factors in different countries; and the third, already noticed 
in chapter vii, is the provision of transport facilities as a consequence 
of the establishment of commodity trade. These three processes may 
be considered in more detail, as elements in the theory of economic de- 
velopment. 

The analysis is complicated by the fact that migration is not the only 
source of change in a country’s factor endowment. The differences in 
earnings which stimulate migration involve absolute levels of earnings 
in each country. The growth of commodity trade cannot alter the rel- 
ative earnings of the factors of production in different countries with- 
out altering the absolute levels in one or more countries, and this may 
cause a change in the natural increase of population and the accumu- 
lation of capital out of domestic savings. This type of reaction may 
have important effects upon the actual course of trade in the long 
run; and long-run predictions which did not take account of this 
factor in the development of the data would be correspondingly open 

** Cf. D. Ricardo, fVorJcs, ed. McCulloch (2d ed.; London, 1852), p. 77. 

J. E. Cairnei, Some Leading Principles of Political Economy (London, 1874), p, 365. 

Cf. J. H. Williams, “The Theory of International Trade Reconsidered,” Economic 
Journal, 1929, pp. 195-209. 
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to error. For short periods, however, it is the international migration 
of capital and labor that is most likely to throw predictions out, if al- 
lowance is not made for the economic processes in development. 

First, we have to consider trade and migration as alternatives. Ab- 
stracting from consumers’ preferences for products of a particular 
country, trade will be initiated by price differences. Two-way trade 
implies that each country has a price advantage in some goods and is 
at a price disadvantage in other goods. This in turn implies that there 
are differences in the ratios between the prices at which the goods 
would be produced in the respective countries in the absence of trade, 
“On one cardinal point, the Ricardian theory remains entirely unim- 
paired; the international exchange of goods must depend on differ- 
ences in their comparative values in the countries concerned.”^® These 
differences in relative values depend, in large measure, upon differ- 
ences in the relative values of the factors of production in the countries 
concerned; and in money terms there will be international differences 
in the absolute prices — or earnings — of the factors.^® Apart from any 
obstacles to the movement of goods or of the factors of production, the 
fundamental conditions which tend to initiate trade, also tend to initi- 
ate migration of the factors of production from centers of low remuner- 
ation to centers of high remuneration. If we assume that factor mobil- 
ity is impossible, the latter result is, of course, excluded from our the- 
oretical analysis. But, if factor mobility is possible, the migration of 
capital and labor to centers of high remuneration will tend to equalize 
factor prices — or earnings — ^internationally and consequently alter the 
data in such a way as to reduce the incentive to commodity trade. 
Commodity and factor movements are, therefore, alternative modes 
of response to the same set of initial conditions; and the extent of each 
type of movement will depend, in the first instance, upon the relative 
obstacles to and costs of movement.^^ Thus the analysis provides a 
theory describing the conditions under which there will be economic 
development rather than adjustments of the “dependent variables” of 
market theory. 

As trade develops, the prices of factors employed in the production 

B. Whale, International Trade (London, 1932), p. 113; see also E. R. Walker, “Com- 
parative Costs in International Trade,” Economic Record, ^xxt\g, 1937. 

The differences in factor prices cannot be deduced from the differences in commodity 
prices, because similar commodities are produced by different combinations of factors in 
different parts of the world. 

B. Ohlin, Interregional and International Trade (Cambridge, Mass., 1933), pp. 167-69. 
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of exports tend to rise relatively to the prices of factors employed in 
other industries, and especially in other industries which now meet the 
competition of imports. From the viewpoint of equilibrium theory, it 
is interesting that both trade and factor movements tend to equalize 
commodity and factor prices alike. But from the viewpoint of develop- 
ment theory the chief significance of changes in factor prices is that 
they affect the inducements to further factor movements and the fu- 
ture domestic supplies of various factors. “If we are interested in the 
short-run effects of certain variations, these reactions may be left out 

of account altogether The further ahead we wish to look, the 

more attention we must give to factor supply reactions,”^® for, unless 
the supply of a factor is completely rigid or negatively elastic, the effect 
of the changes in relative factor prices is gradually to increase the in- 
equality of “factor endowment” as between different countries and 
thereby to modify the data to which the course of trade is adjusted 
through the market.^® This means, that even though the initial- con- 
ditions permit the growth of trade rather than immediate changes in 
the data, trade itself gives rise to economic development along the 
lines indicated by this analysis. 

Finally, the growth of trade in response to the original conditions 
affects the facilities for factor movements. The relation of trade con- 
tacts and transport to migration of persons was noted in chapter vii. 
In the case of capital movements the relationship is even more inti- 
mate. Apart from gold shipments, capital can move internationally 
only in the form of goods or services. Conditions which imply the 
growth of trade also imply the establishment of a medium for capital 
movements. 

These elements in the modern theory of trade owe their origin to the 
attempts to develop a more realistic analysis than that previously 
available. This necessitated enlarging its assumptions to permit cer- 
tain endogenous data changes, thereby transforming parts of the the- 
ory into a partial analysis of economic development. It is suggested 
that the significance of this part of Professor Ohlin’s work can be more 
easily grasped if it is considered as an extension of economic theory to 
take account of certain types of data changes, as well as adjustments to 
given data. 

^^Ibid., p. 131. 

Ibid., pp. 118 ff.; the thesis is subject to certain qualifications not considered 
above. 
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CONTROL OF THE DATA THROUGH THE MARKET 

The examples we have been considering deal with processes of de- 
velopment arising out of the attempts of economic subjects to make the 
best out of existing conditions. The analysis involves no assumption of 
any ulterior motive. Yet much activity in the market is deliberately 
directed toward altering the market data, so that at some future time 
it will work more favorably for the persons concerned. The launching 
of a publicity campaign to change the public’s attitude toward paint- 
ing houses at different seasons of the year, the purchase of a patent to 
put it to sleep, corruption of officials to secure favorable treatment — 
these market adjustments may involve some immediate financial loss 
as compared with other possible adjustments. But, if they are success- 
ful, they promise better returns in the long run. 

This type of behavior came up for consideration in chapter vi, where 
we had to consider borderline cases between market and extra-market 
operations. It was suggested that where the two are mixed a synthesis, 
is necessary between market theory and the theory of extra-market 
operations. It now appears that market theory is more likely to con- 
tribute its quota to the synthesis if it is cultivated in the direction of 
the explanation of development, as well as the adjustment of the mar- 
ket to given conditions. 

It must be recognized, however, that this class of market activity, 
designed to modify the conditions of the market, also includes many 
practices which are so common in the market that the possibility of 
any confusion with extra-market operations does not arise. Free de- 
livery and other devices which establish “good-will” in the retail trade, 
are designed to change (or protect) the market situation; advertising is 
designed to change (or stabilize) consumers’ tastes ; expenditure on in- 
dustrial welfare schemes is often intended to increase the efficiency of 
labor; and the maintenance of a research laboratory represents an at- 
tempt to add to the technology at the disposal of the firm. These are 
everyday features of our economic life, and economists have already 
wrestled with the problems they present for equilibrium analysis. But 
the purpose of these activities is to produce minor changes in the data 
of the market; and their investigation is fundamentally a problem for 
the theory of economic development. 

From this point of view a distinction between market adjustments 
to given data and market operations designed to modify the data is 
useful, although a matter of degree. At the same time, the fact that 
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this distinction is a matter of degree serves to emphasize the close rela- 
tionship between economic development and economic behavior un- 
der given conditions and supports our claim for continuity between 
traditional economic theory and the theory of economic development. 
In order to advance our understanding of market operations designed 
to modify the data it is necessary to work along the lines adopted in 
our sketch of the theory of extra-market operations. The first prob- 
lem is why people are dissatisfied with market conditions — a question 
on which market theory itself throws some light. The second problem 
is the possibility of modifying these conditions through market opera- 
tions, as distinct from making the best of conditions as they are. Final- 
ly, there is the problem of the practical limits to such activities, im- 
posed by the law, by moral codes, and by general attitudes toward dif- 
ferent types of behavior. The last problem is not so prominent in the 
case of market operations designed to modify the data as in the case of 
extra-market operations, because the former involves less departure 
from the pattern of conventional market practices. 

It would seem, therefore, that the methods suggested for the analysis 
of extra-market operations may assist the analysis of some of the proc- 
esses of economic development, which work through the market. This, 
too, serves to illustrate the continuity between present-day economic 
theory and the extension proposed in this book. 

DEVELOPMENT THROUGH EXTRA-MARKET OPERATIONS 

To the explanation of economic processes which may involve the 
correction of predictions baised on pure extrapolation we bring not 
merely market theory, developed and reorientated for this specific pur- 
pose, but also the theory of extra-market operations, which is designed 
primarily to guide the economist in the empirical investigation of some 
of the activities which, though common in industry, trade, and finance, 
escape from the categories of market theory. It may be remembered 
that, while these activities were represented as attempts to attain ends 
similar to those that are sought through the market, it was suggested 
that they involve the pursuit of certain intermediate objectives^ which, if 
attained, open up the way to greater satisfaction than can be obtained 
through the market under existing conditions. Four intermediate ob- 
jectives were distinguished, namely, (a) to circumvent the market alto- 
gether, (b) to alter the external data of the market, (c) to alter the 
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principles of market behavior, and (d) to control the scope for extra- 
market operations by others.^” . . 

It was noted that the distinction between (b) and (c) is somewhat 
arbitrary, though useful in the theory of extra-market operations. 
For the purpose of the theory of economic development (r) falls under 
the tastes arul dispositions oj the people, in the list of data. Extra-market 
operations directed toward (i) and (c), therefore, must be regarded as 
economic processes in the development of the data; and the theory of 
extra-market operations, in so far as it analyzes activities under these 
is a direct contribution to the theory of economic development, 
as well as an independent branch of the theory of economic behavior 

under given conditions. ■ , , r 

Activities directed toward {a) may involve a change in the data for 
a subsequent period, because they may produce a redistribution of 
ownership of material agents. We have already seen that ordinary 
economic theory throws some light on changes in data under this 
heading; and the explanation of changes can be advanced a step fur- 
ther by the consideration of these extra-market operations. 

Finally, activities directed toward (d) may produce changes in the 
conditions which determine the extent of market and extra-market 
operations, respectively; and the analysis of such activities may be re- 
garded as being also a contribution to the theory of economic develop- 
ment. 

This implies enlarging the scope of this theory to cover not only 
changes in the data to which market adjustments are made but also 
changes in the factors which serve as independent variables for the 
theory of extra-market operations. It might be possible to extrapolate 
the future development of dissatisfaction with the market and of the 
various techniques of extra-market operations that will be available 
and to correct these extrapolations according, to such knowledge of the 
causes of change in these factors as can be gained from different sci- 
ences. It has already been suggested, in our analysis of dissatisfaction 
with the market, that economic theory throws some light on the 
causes at work and on the conditions determining the points at which 
dissatisfaction is likely to be^acute. Possibly some sort of analysis of the 
causes of change in the technique of extra-market operations might be 
developed, though economic theory would contribute little or nothing. 

While this further extension of the theory of economic development 
to embrace changes in the data of the theory of extra-market opera- 

20 See chap, vi, under the heading “Classification of Extra-market Operations. 



next steps in theory of economic development 209 

tions would be logical enough and might prove useful in concrete 
problems, it would be premature to urge such an extension when the 
theory of extra-market operations and the theory of the development 
of market data are still in their infancy. 

In conclusion we may draw attention to the wide range of the frag- 
ments of development theory which have come up for consideration in 
this and the preceding chapter. A change in the form of competition 
in a particular industry or in the number of people in a country is a 
small matter compared with Marx’s views on the future of capitalism. 
From the viewpoint of practical policy, however, the economist is 
usually in greater need of light upon relatively small data changes than 
upon the long-period evolution of the economic system. And in seek- 
ing to establish development theory as a branch of economic theory, 
even small contributions are valuable, particularly when they point 
the way to more systematic investigations. In any case the hmdamen- 
tals of method must be the same for those who foresee and would 
understand a coming social cataclysm and for those who desire to pre- 
dict the detailed behavior of the present economic world. 



CHAPTER X 

THE ILLUSION OF NEUTRALITY 


W E NOW take up the question raised at the beginning of the 
first chapter, namely, the extent to which the study of eco- 
nomics can assist the choice of objectives in economic pol- 
icy. This is not quite the same question as that of how economists 
should behave when asked to advise on the desirability of various ob- 
jectives. We have already seen, in chapter ii, that an economic ad- 
viser is sometimes expected to give his opinion as to what ought to be 
done. Nor can he hope for much attention to be given by those who 
seek his advice to any distinction he may wish to draw between scien- 
tific economics and nonscientific value judgments. There is such a 
large field for the exercise of opinion and judgment in deciding upon 
cause and effect in the economic world that the economist’s insistence 
upon the personal nature of his views on what ought to be seems only in 
keeping with the recognition that opinions differ as to what is. The 
economist’s scientific conscience may be satisfied by the presentation of 
his advice in words which involve no logical confusion between norma- 
tive and positive statements, but in practice his advice amounts to the 
adoption of particular objectives, as well as the advocacy of particular 
methods of attaining these objectives. 

“what is” and “what ought to be” 

In the textbooks of economics various attitudes toward objectives 
may be discerned. On the one hand, there are those expositions of 
economic practice and theory which set out to describe and analyze, 
without any attempt at valuation, criticism, or appreciation. Text- 
books of this type are intended to depict economics as an objective sci- 
ence — an ideal typified by Pareto’s motto: “Je ne propose rien, je 
n’ oppose rien, j’expose.” On the other hand, there are those works 
which are frankly concerned with some general objective of economic 
policy, such as the alleviation of poverty or the maximization of “eco- 
nomic welfare.” The objective may be simply proposed as incontesta- 
ble or may be made the subject of an introductory discussion, in which 
positive economic theory proper may or may not play some part. But 
it is still possible, once the goal has been adopted, to concentrate the 
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main exposition upon the causal relationships between various condi- 
tions and the desired goal. These two viewpoints, though different, 
both involve the separation of normative and positive studies, either 
by excluding the former altogether from economics, as in the first case, 
or by treating them as a preliminary to the positive analysis, as in the 
second case. Both viewpoints may be contrasted with that found in a 
type of textbook, not yet extinct, which attempts to combine analysis 
and description with a running commentary on the “advantages” and 
“disadvantages” of various conditions and practices, the “desirabil- 
ity” of certain reforms and the “dangers” inherent in other proposals. 
The modern fashion is to deprecate this type of exposition, on the 
ground that it tends to promote confusion between two essentially dif- 
ferent types of studies — the positive and the normative. The fact that 
most writers on positive economics still find it difficult to expunge 
from their vocabulary all the words that have normative associations is 
not regarded as a reason for abandoning the attempt to avoid a mix- 
ture of the two types of discussion. 

Why this sharp distinction between what is and what ought to be? 
Professor Robbins rebuts Mr. Hawtrey’s claim that “economics can- 
not be dissociated from ethics” by saying that “unfortunately it does 
not seem logically possible to associate the two studies in any form but 
mere juxtaposition. Economics deals with ascertainable facts; ethics 
with valuations and obligations. The two fields of enquiry are not on 
the same plane of discourse.”^ A somewhat similar point is made by 
Professor Florence, who claims that only propositions couched in the 
indicative mood have any place in science; accordingly, economic sci- 
ence should not include any propositions in the optative or imperative 
mood.^ The basis of the distinction is the hope of building a scientific 
economics, coupled with the conviction that ethics cannot be scien- 
tific. 

In the rough-and-tumble of political struggle, differences of opinion may arise 
either as a result of differences about ends or as a result of differences about the means 
of attaining ends. Now, as regards the first type of difference, neither Economics nor 
any other science can provide any solvent. If we disagree about ends it is a case of thy 
blood or mine — or live and let live, according to the importance of the difference, or 
the relative strength of our opponents. But if we disagree about means, then scientific 
analysis can often help us to resolve our differences Surely, for the sake of secur- 

ing what agreement we can in a world in which avoidable differences of opinion are all 
too common, it is worth while carefully delimiting those fields of enquiry where this 

l^.^ohhixis. Essay on the Mature and Significance of Economic Science (2d ed.; London, 1937), 
p. 148. 

® P. Sargant Florence, Uplift in Economics (London, 1929). 
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kind of settlement is possible from those where it is not to be hoped for — it is worth 
while delimiting the neutral area of science from that more disputable area of moral 
and political philosophy.^ 

This separation of the normative from the positive is not usually 
taken as implying that economics must not deal with objectives at all. 
We may “assume as postulates different judgments of value, and then 
on the assumption that th^e are valid, enquire what judgment is to 
be passed upon particular proposails for action.’’^ For instance, if we 
assume that a fall in unemployment is desirable, we may recommend 
a particular measure as desirable because it will achieve this end. 
“Applied Economics consists of propositions of the form, Tf you want 
to do this, then you must do that,’ but not of the form “You should 
want to do this.” In other words, economic theory takes ends as given 
and does not choose among them. 

The economist himself, however, is apparently not bound by the 
confines of his science. “Our methodological axioms involve no pro- 
hibition of outside interests.” Professor Robbins disclaims the view 
that “economists should not deliver themselves on ethical questions.”® 
nor has he hesitated to do so himself in his various popular writings. 
“Why should one be frightened of taking a stand on judgments which 
are not scientific, if they relate to matters outside the world of sci- 
ence?”^ The only thing which the economist should not do is “to claim 
scientific sanction for judgments of questions not capable of scientific 
proof.” 

Although we have quoted mainly from Professor Robbins, it will be 
recognized that the methodological position outlined above is widely 
held by modern economists. The main division of opinion is as to the 
minimum normative element that is necessary for the formulation of a 
definite objective. Until recently many economists did not doubt that 
such notions as the maximization of satisfaction or the increase of eco- 
nomic welfare could be adopted as economic objectives without im- 
plying any further value judgment than that satisfactions are desirable. 
It is now widely recognized, however, that we cannot apply these no- 
tions to a group of individuals unless we are prepared to evaluate the 

* Robbins, op, cii. pp. 150—51. 

*-Ibid., p. 149. 

5 Ibid. 

^ Ibid., pp. 149 and 150. 

bi. Robbins, “Interpersonal Comparisons of Utility,” Economic Tourned, December, 
1938, p. 638. 
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relative importance of the satisfactions enjoyed by each individual. 
“I do not believe,’* writes Professor Robbins, “that in fact men are 
necessarily equal or should always be judged as such. But I do believe 
that, in most cases, political calculations which do not treat them as if 
they were equal are morally revolting.”^ Only on some additional as- 
sumption such as this or one allocating different weights to different 
individuals can a precise meaning be attached to the notion of the 
total satisfaction gained by a group of people from their money in- 
comes.® 

This change in the attitude of many economists to the conventional 
objective of maximum satisfaction reflects the progressive nature of the 
movement toward a neutral economic theory, from which ethical pre- 
cepts are excluded. When the movement began, the positive and nor- 
mative elements in economic doctrine were thoroughly confused, and 
the first attempts to separate them were only partly successful. Some 
of the propositions which earlier economists accepted as positive state- 
ments are now seen to contain tacit value judgments and must there- 
fore be transferred to the category of normative propositions. Assum- 
ing that different methods are appropriate to the positive study of 
things as they are and the choice of objectives, it would seem desirable 
to continue the scrutiny of all supposedly positive statements, with a 
view to weeding out any other unsuspected normative elements in eco- 
nomic theory. No one will deny Professor Robbins’ observation that | 
the sharp distinction between positive and normative studies helps to ’ 
emphasize that independent study of objectives is needed, if the “neu- 
tral” findings of economic science cire to be “applied to human im- 
provement.”^® 

As it stands today, however, the body of doctrine which is usually 
taught as economic theory is only superficially neutral. Upon exami- 
nation it will be found to owe its own form largely to value judgments 
as to what is desirable; and many of its verbally positive analyses carry 
normative force in practice. It may also be argued that academic 
teaching of conventional theory, despite and to some extent because of 
its apparent “impartiality,” helps to train the moral sensibility of pu- 
pils in a particular direction. Before addressing ourselves to the ex- 
amination of various possible objectives of economic theory, it is neces- 
sary, therefore, to reconsider the supposed neutrality of economic the- 
ory. 

s Ibid., p. 635. 

s This point is elaborated in chap. xii. Ibid., p. 639. 
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BIAS IN ECONOMICS 

When discussing the problems of normative economics it is often 
assumed that the desired ends are advantageous to the community as a 
whole or are, in some absolute sense, “good.” Similarly, “ethics” is 
commonly supposed to deal with right and wrong, good and evil. But 
the objectives of an economic policy may be conceived in the interests 
of a smaller group, or even of a single individual, without any claim 
that they are desired by or good for the rest of the community. Eco- 
nomic theory itself is always studied under the impulse of an interest; 
it may be that of personal advantage as well as the desire to do good. 
At the beginning of all economic study, therefore, is a value judgment, 
namely, that the interest which impels the student is more important 
than other, weaker interests. Whatever the interest which leads him 
to economics, he will find a body of doctrine to hand, ready to be 
studied and mastered, if his interest is strong enough or if supplemen- 
tary interests are aroused. But this body of doctrine was itself con- 
structed under the impulse of the interests of its originators. Its pres- 
ent form reflects not only the intellectual powers of all who have added 
to the structure but also their various interests — their value judgments 
as to what is important. 

We have already seen that the choice of assumptions and the direc- 
tion in which chains of reasoning are developed have often been in- 
fluenced by the desire to build a coherent and symmetrical theory. 
When this intellectual and aesthetic interest leads to constructions re- 
mote from reality, the result can be described as “theoretic blight. 
This is, however, only a special case of a general tendency to select 
from the innumerable possible assumptions and inferences those that 
appear to be related to the investigator’s own interests. This general 
tendency can best be described as “bias.” Then theoretic blight is the 
result of a bias arising from the intellectual and aesthetic interests of 
the investigator. Our present concern, however, is with bias arising 
from other interests, such as the desire to preserve the status quo or the 
desire to achieve certain objectives. Where the emotional bias is 
strong, it may even lead to the construction of illogical theories, as 
Freud and Pareto have abundantly shown. But logical fallacies are 
more easily exposed than a biased choice of assumptions or direction of 
inferences, and it is in the latter regard that the interests of the in- 
vestigator have left their strongest imprint upon economic theory. 


See above, chap. iv. 
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Many economists will object that the only bias in scientific econom- 
ics, as they teach it, is toward the truth and that their dominant inter- 
est is to obtain a full picture of things as they are. This objection, how- 
ever, implies a misunderstanding of the nature of economic theory, or 
at least the complete rejection of the position adopted earlier in this 
work. Economic theory is not a full description of reality in all its de- 
tails, or even of all the economic aspects of the real world. A full de- 
scription would be a mere replica, equally complex, and useless as a 
guide to problems. Economic theory is a conceptual scheme, designed 
to attract our attention to those facts which are significant for the 
problems which we call “economic.” Its method is to select certain 
assumptions, corresponding to certain conditions in the real world, 
which might be significant for the problem in hand and to draw out 
from these assumptions all the implications which appear to bear on 
that problem, The resulting theory will owe its form as much to the 
omission of certain assumptions as to the inclusion of others and as 
much to the failure to explore certain implications of the chosen as- 
sumptions as to the elaboration of other chains of inference. For in- 
stance, the theory of the so-called distribution of income, in nine- 
teenth-century economics, did not deal at all with personal inequality. 
The classical writers were not interested in the objective of reducing in- 
equality. It was for later writers, such as Carman, to develop the the- 
ory by taking as assumptions the conditions that cause inequality and 
by elaborating the implications of those conditions.^® 

Few economists have been interested in things purely as they are. 
Adam Smith was interested in the then remote possibility of establish- 
ing free trade and developed his theory of the international division of 
labor accordingly. Marx was interested in the overthrow of capitalism 
and developed his theory of economic change. List was interested in 
promoting the industrial strength of Germany and developed his the- 
ory of protection. 

When a contrast is drawn between the positive study of “what is” 
and the normative study of “what ought to be,” it should be borne in 
mind that in economics “what is” includes “what might be” if certain 
conditions were different. Economic theory explores the implications 
of selected assumptions. It attempts to forecast the effects of various 
possible policies, as well as to predict the outcome of existing condi- 
tions in the real world. It cannot deal with the effect of every conceiv- 

See above, chap. iii. 

Gf. E. Cannan, The Economic Outlook (London, 1914). 
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able policy or indicate the means of achieving every conceivable objec- 
tive. That would be a far greater task than the admittedly impossible 
one of preparing a full description of existing conditions and all their 
implications. Consequently, the student who approaches economics 
for the first time will find to hand a theory which reflects the earlier 
investigators’ opinions as to which policies were worth examining and 
which objectives were worth pursuing. He may also find theories 
which show the evil effects of policies that these earlier writers dis- 
liked, as well as the methods of achieving objectives which they de- 
sired and any obstacles in the way of their achievement. But he will 
not find theories exposing the method by which one might achieve ob- 
jectives that have never entered the heads of earlier investigators or 
which they have dismissed as not worthy of consideration. 

LACK OF INTEREST MEANS LACK OF INVESTIGATION 

The most striking example of this is the almost complete lack of any 
economic theory dealing with the distribution of working conditions 
and the adjustment of tasks to the interests of the worker. Economists 
have been so obsessed by the objective of increasing incomes and so 
little interested in the conceivable objective of increasing joy in work 
that almost the whole of economic theory is orientated toward the ex- 
planation of variations in productivity and the division of the product. 
The possibility that an increase in incomes may cause a net loss of sat- 
isfaction if it involves an undue increase in hours is verbally acknowl- 
edged by “welfare” economists and the inequality of working condi- 
tions has even been listed among the determinants of “material wel- 
fare.”^® But the main body of theory, even as developed by welfare 
economists, does not include discussion of the conditions under which 
leisure would be distributed more evenly or work assume a greater in- 
trinsic interest. Similarly, the effects of inventions upon total produc- 
tion and upon the distribution of incomes are explored by economic 
theory, but not their effects upon the degree of boredom or the physi- 
cal strain involved in production. At this stage we are not arguing 
that economics should include theories of this type; our first concern 
is to establish the fact that their absence is due largely to the predomi- 
nant interest of economists in the objective of increased income and to 
the weakness of their interest in the objective of working just long 
enough and in such a way as to make work enjoyable. There is also 

** E.g., A. C. Pigou, Economics of Welfare (3d ed.; London, 1929), p. 87. 

“H. Dalton, “The Optimuin Theory of Population,” Economka, March, 1928, p. 31. 
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the consideration that, apart from working hours, these conditions of 
work, being less easily measured, do not lend themselves to the same 
quantitative treatment as prices and production. Thus the bias of in- 
tellectual interest reinforces the bias caused by the preference for the 
objective of increased income. 

IS IMPARTIAL ECONOMICS IMPOSSIBLE? 

In the light of the preceding discussion of the dependence of the 
form and content of economic theory upon the objectives which have 
aroused the sympathetic or adverse interest of earlier investigators, it 
is worth reconsidering the view, often advanced by socialist writers, 
that an impartial economic theory is impossible. It is argued that “in 
a class society” there can be only the economic theories which envisage 
the economic system in relation to the interests of particular classes. 
“Bourgeois” economics is contrasted with “proletarian” economics — 
the one depicting the alleged harmony of interests of different classes 
and the inevitability of the existing distribution of incomes, and the 
other revealing the fundamental contradictions which are tearing cap- 
italist society apart. By others it has been argued that economic the- 
ory may reflect national interests, for instance, that the cosmopolitan 
economic theory of Adam Smith and his followers was designed to 
prevent the growth of manufactures in other countries than Britain. 

This sort of criticism seems altogether unjustified to many modern 
economists, who may find in the received doctrines minor flaws of 
logic and some assumptions that seem out of step with present condi- 
tions but no gross distortion of reality in the interests of a particular 
class or nation. It is generally argued that positive economics does 
not, in fact, make many of the claims attributed to “bourgeois” or 
“cosmopolitan” economics and that the alternative “proletarian” or 
“national” economics, as usually expounded, is illogical as well as 
biased. 

On general methodological lines the same position was adopted by 
Max Weber. While emphasizing that the direction of scientific inter- 
est is largely determined by its “value relevance” {Wertbeziehung), he 
insisted that the actual study of cause and effect within the selected 
field does not involve any value judgments.^® It must be remembered, 
however, that the direction of scientific interest to particular details 
of the concrete world leads to the construction of a body of theory 

Cf. Talcott Parsons, The Structiare of Social Action (New York, 1937), p. 594, where 
Weber’s views are expounded and indorsed. 
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which inevitably gives an impressionistic picture of the world. If dif- 
ferent objectives produce different orientations of scientific interest, so 
that different facts are singled out from complex reality as significant 
somewhat different pictures of the world emerge from the resulting the- 
ories. Each body of theory, within its own frame of reference, may be 
internally consistent and its assumptions equally closely linked with 
certain characteristics of the real world. But, if each draws on a differ- 
ent set of characteristics of the real world for its assumptions, the the- 
ories must contain different series of inferences and different conclu- 
sions. If the abstract nature of the theories is borne in mind, these dif- 
ferences will cause no surprise, but, if the theories are taken as short- 
hand descriptions of the real world, they come into immediate con- 
flict with one another. 

The same point has been made by those who claim that “proletari- 
an” economics is concerned with different problems from those studied 
by “bourgeois” economics. Different questions demand different an- 
swers. And even when two theories appear to give conflicting answers 
to the same question, the conflict is sometimes due to an unnoticed dif- 
ference in the question that is asked in each case. For instance: “What 
is the largest average wage a particular country cati afford to pay its 
workers?” A theory which always includes as a tacit assumption the 
maintenance of the existing system of free enterprise will give a differ- 
ent answer from a theory which makes no assumption of this kind. 
The form of the first theory is dominated by the objective of maintain- 
ing the present system; the second theory is not. A great deal of the 
difference between “proletarian” and “bourgeois” economics, even 
when dealing with problems common to both “systems,” is due to the 
presence of different tacit premises of a normative nature. This con- 
stitutes a reason for the continual examination of all theories, with a 
view to detecting those tacit assumptions which give a class or other 
bias to a theory, even though it is apparently scientific throughout. Did 
not Marx claim to establish “scientific” socialism? The difficulty of 
achieving impartiality is increased by the fact that, when interest in a 
particular objective has once left its stamp on the form and content of 
a theory', the same aesthetic or intellectual interests which often pro- 
duce theoretic blight may reinforce one’s reluctance to drop certain 
premises of the theory, even though they are shown to be in the nature 
of value judgments. This, however, brings us closer to the cruder 
forms of bias, which lead men to deny the evidence before their eyes 
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and to maintain patent non sequitwrs. Examples of this can be found in 
the writings of both “bourgeois” and “proletarian” economists; they 
represent human shortcomings, which are important obstacles to sci- 
entific objectivity in practice but are not so inherent in the nature of 
economic theory as the other difficulties to which reference has been 
made. 

MUTUAL REACTIONS OF ANALYSIS AND VALUE JUDGMENTS 

This question of the impartiality of economic theory becomes all the 
more important when it is realized that even propositions couched in 
the indicative mood can have imperative force. Who has not heard a 
dispassionate lecturer on international trade policy, after carefully dis- 
claiming any desire to advocate one policy or another, prove conclu- 
sively that free trade promotes both peace and prosperity, while pro- 
tection leads to war and imposes a barrier to economic progress? “If 
recovery is to be maintained,” wrote Professor Robbins in 1934, “and 
further progress assured, there must be a more or less complete re- 
versal of contemporary tendencies of governmental regulation of en- 
terprise.”^^ This is couched in the indicative mood, but the desirabil- 
ity of maintaining recovery was so evident in 1934 that this positive 
statement had all the appearance, if not the results, of a clarion call to 
action. Again, a perusal of the more popular writings of Cannan in 
the period 1914-25 reveals few propositions in other than the indica- 
tive mood; yet nobody could have had any doubts as to what Cannan 
was for and what against}^ If further illustration is needed, we may 
cite Mrs. Robinson’s review of Britain without Capitalists: 

This book is propagandist in intention, but not in manner. Indeed no tricks of 
rhetoric are necessary in displaying the case against latter-day capitalism. A system 
which allows effective demand to fall off amongst a population which is overcrowded 
and underfed, which meets unemployment with schemes to restrict output and can 
offer no help to depressed areas except orders for armaments needs only to be described.^* 

It is sheer delusion to suppose that an appropriate choice of forms of 
expression, can relieve the economist of the responsibility which he as- 
sumes by the selection of his subject matter. He can prevent his analy- 
sis from having normative force only if he confines himself entirely to 
the discussion of such abstract matters as the elasticity of substitution 

L. Robbins, The Great Depression (London, 1934), p. 193. 

See E. Cannan, An Economist’s Protest (London, 1927), /arrim. 

Economic Journal, December, 1936, p. 704; my italics. 
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or the time structure of production. When he discusses concrete prob- 
lems in terms of cause and effect, his audience is always ready to sup- 
ply the normative premise which converts analysis into advocacy. If 
the analysis itself is influenced by the economist’s own interest, the 
result of an irreproachably positive exposition may be to promote the 
adoption of his own favorite objectives. 

Many writers have mentioned the “danger” of unconscious bias in 
economic studies, it being assumed that this is an obstacle to the dis- 
covery of the truth. When our purpose is positive analysis, such a view 
is undoubtedly correct. But its implications are wider than is usually 
recognized. The economist must be on his guard not only against the 
bias which impels him to the wrong conclusion from a given set of prem- 
ises but also against the bias which impels him to work out certain 
analyses and to ignore others which do not bear on his own interests. 
Economic theory can become an instrument equally valuable to all, 
irrespective of the ends they have in view, only if economists are pre- 
pared to undertake a sympathetic study of those conceivable objec- 
tives which have not affected the development of economic theory in 
the past. It may be that some objectives, such as joy in work, are too 
dependent upon personal characteristics to fit neatly into any general 
theory similar to those that have been constructed to show sums of 
money as the conclusions implied in the appropriate premises. But 
this should be tested by experiment and not prejudged by the investi- 
gators’ own preference for other objectives. 

If it is intended to explore the conditions which would be necessary 
for the attainment of objectives not previously studied by economic 
theory, it appears to be necessary to determine as accurately as possi- 
ble which particular objectives have in fact left their mark on econom- 
ic theory. There is also the possibility that a clear formulation of these 
objectives will reveal varying degrees of influence upon the form and 
content of economic theory and point the way, not only to theories re- 
lated to other objectives but also to theoretical developments which 
are necessary for a proper appreciation of the possibility of achieving 
these more traditional objectives. In the interest of the progress of posi- 
tive economic science itself, therefore, we must qualify Professor Rob- 
bins’ dictum that “economics is not concerned with ends as such.”^° 
At least, we must recognize that the discussion of various ends may 
stimulate the further growth of positive economics at many points. 

At the same time, there is no escaping the fact that the discussion of 

Nature and Significance ofi Economic Science, p. 24. 
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various objectives is likely to cause some modification in the ends 
sought by anybody who follows the discussion. When economic the- 
ory takes ends, like other data, as “gfiven,” this often leaves the impres- 
sion that they are the results of spontaneous self-generation. We all 
know, however, that the objectives of policy do not materialize out of 
thin air; they are influenced by debates about what ought to be, and 
even by our factual knowledge of what is. Although positive and 
normative studies may be on different planes, it must be recognized 
that their interaction is mutual. Not only are the form and content of 
positive analyses influenced by favored objectives, but value judg- 
ments are influenced by the results of positive analysis. If this is con- 
ceded, it would appear to follow that the purpose of objective analysis 
may include assisting the choice of objectives as well as the choice of 
methods. At least it is worth considering more closely the factors that 
are involved in the choice of objectives and to determine the role 
which positive knowledge of economics may play. 

Up to the present the terms “objectives” and “ends” have been used 
interchangeably. Mr. MacFie has suggested that “economists should, 
perhaps, avoid the word ‘end’ because it is a philosophical term to 
which different philosophers have attached different meanings. The 
most widely used meaning is ‘some experience which is at once self- 
contained and satisfies; an experience which is good in itself.’ Ob- 
viously, many of the objectives of economic policy are not “ends” in 
this sense but means to other objectives. Similarly, the immediate 
“ends” of individual economic activity are usually the attainment of 
means to other ends — money to buy food with, food with which to 
keep up one’s strength. The one thing that most people do not know 
is what they “really” want in life, what their ultimate goal is. But their 
choice of more immediate objectives is largely influenced by their be- 
liefs regarding the relationship of these immediate objectives to more 
remote ones: whether they are instrumental or obstructive to the 
achievement of the latter. Positive science modifies our choice of im- 
mediate objectives whenever it changes our beliefs regarding their re- 
lationship to more remote ends. For instance, the spread of knowledge 
of nutritional science causes a change in consumers’ wants for various 
foodstuffs. 

In the fields of public policy an understanding of the implications 
or consequences of a particular objective, if it be attained, affects in 
advance our attitude toward this objective. If flexibility of wage rates 

A. MacFic, An Essay on Economy and Value (London, 1936), p. 19. 
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were believed to be a real cure for unemployment, flexibility would 
be a more popular objective of public policy. If the installation of a 
modern sewerage system promises to reduce the danger of typhoid epi- 
demies, increased expenditure of public funds becomes a more desir- 
able objective even in the eyes of the taxpayer. And if the private 
trade in armaments is proved to be an important cause of war, many 
citizens will support the objective of nationalization. 

FACTORS IN CHOICE 

In all value judgments, all acts of choice, there are two distinct ele- 
ments. One is the urge toward a more or less clearly conceived future 
state or to a particular norm of conduct, and the other is the appraisal 
of the present issue in relation to that future state or that norm of con- 
duct. Different individuals, and the same individual at different times, 
may judge the same issue differently, either because the fundamental 
urge is different or because the relationship between the immediate 
issue and the remoter goal appears to be different. The fundamental 
urge is the emotional, dynamic factor in choice; but there is also the 
more rational factor of comparison, classification, and appraisal. 

On the dynamic side there is a mixture of interest and of the im- 
pulse to conformity. The interest may be centered on one’s self, and it 
may be “other-regarding,” as in the case of pure altruism arising out of 
the mysterious faculty of sympathy or affection. Again, the interest 
may be enlarged to include a group of people with whom one feels a 
sense of solidarity, of common interest. This is by no means the same 
thing as pure altruism, although it may promote similar reactions to- 
ward other members of the group. But group interests may be self- 
regarding, that is, restricted to the group, or, less frequently, other- 
regarding, as when a whole group is moved by sympathy with some 
members beyond its own membership. For most practical purposes, 
interest of these types can be distinguished from the impulse to con- 
form to a moral standard: a sense of duty or righteousness, whether 
associated with religious experience or not. These conceptions, if not 
finally satisfying to psychological science, at least provide a scheme 
within which we can depict the role of positive economics in value 
judgments. 

In the first place, positive economics may show a man where his in- 
terests lie. Reference has already been made to the persistent enthusi- 
asm of farmers for further programs of land settlement. If farmers 
read and understood Professor Fisher’s work on the economic conse- 
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quences of technical progress,22 they would choose a different objec- 
tive. Positive economics may also classify the relationship between a 
man’s several interests, for instance, his interest as consumer and his 
interest as wage-earner. But not merely self-interest is affected. Posi- 
tive economics may change our attitude to certain objectives, such as 
the reduction of working hours, by throwing light upon its implica- 
tions for other people and thereby playing upon our sympathies. 
Finally, positive economics may reveal an unsuspected community of 
interest among certain people, thereby establishing a sentiment of 
group solidarity. This has been the deliberate aim of Marxian econo- 
mists. On the other hand, positive economics may reveal conflicts 
hitherto unrecognized and provoke the collapse of groups in which 
superficial solidarity previously reigned. 

Turning to moral standards, which often overrule the more instinc- 
tive impulses, we find that the role of positive economics depends upon 
the comprehensiveness and the concrete detail of the moral code in 
question. The minute ethical precepts of the Old Testament stand in 
marked contrast to the broad principles of the New Testament in this 
regard. In the former many of the details of day-to-day conduct are 
set down in unambiguous language; in the latter, the Golden Rule and 
its variants (“the gospel of love,” “the greatest commandment”) are 
stated in general terms, and the few concrete illustrations apply to a 
rather different economic order than that in which modern value 
judgments must be made. Professor Knight has recorded his view that 
‘'love is no solvent of problems or reliable guide to conduct.”^® Even 
those who accept the Christian ethic as absolute give it varying prac- 
tical application, and one cause of this variation is the differences in 
their understanding of the operation of the economic system. The 
moral legitimacy of various market practices and methods of invest- 
ment must depend upon their consequences for other human beings 
and can be judged only in the light of one’s knowledge of those conse- 
quences. 

The same point may be made with regard to other moral standards, 
for instance, the “economic chivalry” which had so strong an appeal 
for Marshall, or simply “sportsmanship.” Unless rules of conduct re- 
late to specific acts, like codes of fair competition, their practical effect 
depends upon our view of the world of cause and effect. Accordingly, 
various economic objectives can be evaluated in terms of the more gen- 

22 Cf. A. G. B. Fisher, The Clash of Progress and Security (London, 1935), esp. p. 53. 

22 F. H. Knight, “Ethics and Economic Reform,” Economica, November, 1939, p. 403. 
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eral moral standards only when the ethical norm is supplemented by 
positive knowledge. 

It is obvious that economics has nothing to do with the dynamic 
factors that are basic to all value judgments ; and this is the basis of the 
almost general recognition that normative and positive studies are on 
different planes of discourse. But the fact remains that positive science 
has an important role to play in the formulation of concrete objectives, 
as distinct from general moral standards or fundamental emotional dis- 
positions. And it is better that this function be performed consciously, 
without claiming more for positive economics than is legitimate but 
without underestimating its influence upon the choice of objectives. 
In the next chapter, therefore, we shall review the principal objectives 
that have been explicitly or implicitly adopted by economists and dis- 
cuss the contribution of economics and other sciences to the formula- 
tion of the element of belief about the facts, as distinct from the more 
dynamic elements. 

An investigation of this type will probably influence attitudes to- 
ward the various objectives and may diminish differences of opinion 
about them. But it will not create unanimity, in so far as the ultimate 
moral standards of individuals or groups differ or in so far as common 
moral standards or altruistic sentiments are overbalanced by the self- 
regarding interests of individuals or groups. It is even conceivable 
that the result of such a study in some instances will be to create new 
conflicts or to sharpen existing ones. 

This investigation will serve a further purpose, in throwing light 
upon certain aspects of economic development. Economics cannot ex- 
plain the growth of the fundamental human interests or the evolution 
of moral standards; but the isolation and analysis of the beliefs which 
direct these dynamic factors toward the adoption of particular objec- 
tives should add to our understanding of the causes of change in the 
dominant objectives of policy and facilitate the prediction of future 
changes. 

It is perhaps necessary to emphasize that the “positive economics” 
which is needed to guide us in this investigation cannot be confined to 
the tautologies of pure theory. The beliefs which influence value judg- 
ments are beliefs about the real world, not merely the logical relation- 
ships between hypothetical assumptions but the causal relations be- 
tween various sets of concrete conditions. It is essential, therefore, 
that the theories to be used in the investigation of objectives should be 
free from theoretic blight; the assumptions should be realistic, and the 
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theories should cover changes in the conditions of economic activity 
as well as adjustments to given conditions- A realistic study of extra- 
market operations is essential, too, because they are part of the com- 
plex reality which influences the choice of objectives. For instance, 
Marshall, in deciding his attitude toward protection in America, took 
into account not merely the market consequences but also “the politi- 
cal corruption which necessarily results from struggles about the tariff 
in a democratic country.”24 Again, the opposition to big business is 
grounded not only on the effects of its supremacy in the market but 
also on the political power which it enjoys and the intimidation of 
competitors which it sometimes uses in establishing its position. Be- 
liefs about these extra-market operations influence the choice of ob- 
jectives; and to this extent a theory which facilitates the study of extra- 
market operations can carry our investigation of objectives further than 
a theory which never goes beyond the market. 

THE EDUCATIONAL FUNCTION OF THE STUDY OF OBJECTIVES 
Our concern is primarily with the problems facing an economic ad- 
viser; but it is convenient at this stage to add a word regarding the 
place of normative studies in systematic economic education. Unin- 
tentionally, the effect of much academic teaching of economics is to 
set up an intellectual barrier between the study of facts and their 
evaluation. In attempting to make economics “scientific*’ many teach- 
ers are careful to avoid any comment on ethical or political issues, con- 
fining their exposition to description and analysis of various condi- 
tions. From the general educational point of view, this practice has 
grave disadvantages, for it trains the student in the art of turning a 
blind eye to the ethical problems of economic life. The world needs 
men and women who are sensitive to moral issues wherever they arise; 
and the faculty of moral judgment, like that of understanding, can be 
developed only by exercise. Taking a broad view of the purpose of 
education, the teacher of economics, as distinct from the scientific in- 
vestigator, can, without assuming the role of a teacher of ethical prin- 
ciples, aid his students to recognize an ethical problem when it is 
present and can encourage them to exercise their own moral judg- 
ment on the material they encounter in their economic studies. This is 
altogether different from attempting to impose his own value judg- 
ments upon his students, either as desirable norms or under the dis- 

“Some Aspects of Competition,” in A. C. Pigou (ed.), Memorials oj Aljred Marshall 
(London, 1925), p. 263. 
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guise of scientific findings. The teacher’s own stand on ethical ques- 
tions need not be camouflaged. If it is stated, it can be studied as an 
illustration of the type of value judgment which may be made in the 
light of the facts of the case; and it can be contrasted with other judg- 
ments which might be made, on the same set of facts, if one’s funda- 
mental interests or moral standards were different, contrasted also with 
those that might be made, on the same interests and standards, if the 
facts of the case were somewhat different. 

The teacher of economics, with his scientific aspirations, is inclined 
to leave all this to the “moralist,” “social philosopher,” or religious 
teacher. Professor Robbins remarks that at Oxford and London “the 
necessity for independent and systematic study of the ends” of policy 
“was recognised in the structure of the curriculum. But specializa- 
tion is carried further in some halls of learning (such as Cambridge). 
In others, which seek to provide education for business, the structure 
of the curriculum provides only that the positive amoral studies of 
economics shall be supplemented by the study of accountancy and ad- 
ministration. “To throw those who spend just one year in the subject 
on to society,” writes MacFie, “with nothing but a smattering of de- 
mand curves and other implements of positive economics is at once 
harmful and unscholarly.”^® He would advise a “judicious mixture of 
the positive and the normative cispects” for this purpose. “In the sec- 
ond year of academic study, however, there is room,” he says, “for 
three courses at least” — first, positive economics, second, a normative 
economics studying the most efficient methods of achieving an ideal 
society, and, third, social ethics. “The third is a glorious but neglected 
hybrid, which really ought to be worked out by social philosophers; 
but which can perhaps best progress in actual circumstances through 
both economists and social theorists reaching out towards it and strik- 
ing its fire by rubbing against each other. 

The real trouble in these schools of commerce, which can find no 
time for the study of social philosophy, is that the curriculum itself is 
dominated by the ethics of the market place; economics, like account- 
ancy and administration, is included because it is thought useful (with 
some doubts) to the businessman. But even in more enlightened 
places of learning, where the curriculum is designed to provide inde- 

” L. Robbins, “Interpersonal Comparisons of Utility,” Economic Journal, December, 
1938, p. 638. 

** Op. cit., p. 85. 

» Ibid., p. 80. 
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pendent study of general social philosophy, it is doubtful whether the 
strict separation of positive and normative studies is desirable. In the 
first place, the social philosopher, unless he is an economist, does not 
possess sufficient insight into the implications of financial and indus- 
trial practices to perceive the ethical issues which lie beneath the sur- 
face. Meanwhile, the immature student is expected to make his own 
unaided synthesis of social philosophy and positive economics. A 
study of objectives along the lines suggested here would at least draw 
attention to the existence of ethical problems and indicate something 
of what is involved in various “solutions.” Finally, it may be suggested 
that the surest way of emphasizing the distinction between positive and 
normative studies, as well as their mutual relations, is to place them 
in close Juxtaposition to each other rather than to isolate them in logic- 
tight compartments. 



CHAPTER XI 


SOME OBJECTIVES OF POLICY 

T he preceding chapter stated the case for the study of objec- 
tives by the economist, as distinct from methods of achieving 
given objectives. We now undertake an examination of vari- 
ous objectives proposed or adopted by economists. Our purpose is to 
consider what economists have had to say about such objectives and 
the extent to which economic science may be said to have contributed 
to their adoption, by forming those beliefs which guide the more dy- 
namic elements in the choice of objectives. The discussion will not be 
exhaustive, and some vital issues of the present day will be left for a 
final chapter. 

THE COMMON GOOD 

Policy is the outcome of the interplay of influential groups within 
the community. The objectives of policy, so far as they can be inferred 
from actual practice, consist in varying degree of the interests of sec- 
tional groups and their respective conceptions of the general welfare 
of the community. The process by which definite objectives emerge as 
the controlling factors in policy involves the suppression of some sec- 
tional interests and the moderation of others. A basis for compromise 
between conflicting interests is sometimes found in the need for an 
ally to meet the opposition of other sectional groups and sometimes in 
the recognition that a degree of mutual tolerance is the only alternative 
to mutual destruction. But the compromise is more easily effected if 
sectional groups have some common aims, in addition to those that 
are in conflict; and the search for some overriding objectives which 
would command the loyalty of all sectional groups within the com- 
munity has been the constant preoccupation of many thinkers. 

Those economists who have advocated, or assumed, certain objec- 
tives for economic policy have, almost without exception, represented 
these objectives as contributing to the general welfare of the nation, or 
even of mankind and, therefore, as being preferable to the private ob- 
jectives with which they might conflict. Even Marx, who taught that 
a conflict of interests was inevitable under capitalism, looked forward 
to the birth of a classless society, where the common interest would be 
supreme. And Ricardo’s analysis of the opposed interests of different 
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economic classes ran counter to the dominant social philosophy of his 
day. “During the eighteenth century,” writes Professor Myrdal, “the 
philosophy of natural rights and utilitarianism dethroned the prince or 
the state, and replaced it with the people as the ultimate value in social 
and economic speculation Hereafter all economic doctrines, be- 

fore anything else, had to be based upon a consideration of what would 
be for the good of all.” ^ Thus we find Wicksell defining political econ- 
omy as “the theory of the manner of satisfying human needs which 
gives the greatest possible satisfaction to society as a whole.''" He con- 
sidered it to be “the practical and social duty of political economy” to 
answer the question; “Which of two conflicting interests is to be pre- 
ferred as contributing most to the general good?”^ It would appear 
that this duty can be performed only by the adoption of an economic 
criterion of the general good. 

There is much to be learned from a study of the evolution of eco- 
nomic thought on this matter, which might well form part of the in- 
struction in normative economics and social ethics, proposed by Mr. 
MacFie as an adjunct to the study of positive economics.® Of particu- 
lar interest is the attempt made by the utilitarians to build social ob- 
jectives onto a basis of individualism^ — a problem running through 
many subsequent attempts to establish an economic criterion. Now- 
adays the tendency is to seek allegiance to the ideal of the common 
good in the sentiment of social solidcirity, particularly on the national 
scale (which is called “patriotism”) or in the social sympathies — that 
element of altruism which is rarely completely absent from human char- 
acter. We shall not, however, plunge into a consideration of the 
philosophical basis of the notion of the common good. Our concern 
is with its application to economic problems. We must consider which 
economic objectives are put forwcird as being for the common good 
and what evidence — from economics and other sciences — is offered 
in support of the claim that they are for the common good. 

ECONOMIC AND NONECONOMIC OBJECTIVES 

There is, however, one further preliminary point to be noted. The 
economist is not infrequently asked to advise on methods of achieving 
a given objective. The objective may be set before him, not for evalua- 

1 G. Myrdal, Population: A Problem for Democracy (Cambridge, Mass., 1940), p. 9. 

!>K. Wicksell, Lectures on Political Economy (1901), English trans. (London, 1934), p. 3. 

® See above, chap, x at end. 

‘‘Cf. E. Hal6vy, The Growth of Philosophical Radicalism (London, 1928). 



230 


FROM ECONOMIC THEORY TO POLICY 


tion according to any criterion of “economic soundness” but for ac- 
complishment, irrespective of whether it has been indorsed or con- 
demned by economists or even never considered by them. This does 
not, however, relieve the economist of all interest in objectives. If he 
is asked to suggest the best method of achieving a given objective, as 
Mr. Harrod has pointed out,® there must be some criterion on which 
to judge the many possible methods which are available. The econo- 
mist’s criterion consists of some other objective, relating to the com- 
mon good; he advocates or assumes the pursuit of this economic ob- 
jective in so far as it is consistent with the overriding objective postu- 
lated by the person seeking the economist’s advice. 

Objectives, which are independently set for economic policy, irre- 
spective of any criterion proposed by the economist, may fall on either 
side of the distinction commonly drawn between economic and non- 
economic objectives. It sounds illogical to speak of noneconomic ob- 
jectives of economic policy; but, in elementary discussions of applied 
economics, it is customary to warn the student that economic consider- 
ations do not necessarily exhaust a practical problem but may be over- 
ridden by noneconomic aims, such as military preparedness or the 
preservation of family life or the requirements of religion. These “non- 
economic” objectives are contrasted with such “economic” objectives 
as an increase in production or a less unequal distribution of incomes, 
although the distinction is sometimes difficult to draw. In a wider 
sense, as Professor Robbins has argued, the choice between these vari- 
ous objectives may itself be regarded as a problem in economy.® But 
this does not render the conventional distinction superfluous. In- 
stead, it reinforces the view that, when the effects of various policies on, 
say, the nations’ income have been fully explored, the claims of other 
objectives may, nevertheless, impose measures whjch will cause a de- 
cline in national income. Economists have sometimes attempted to de- 
cide between an increase in national income and its more even dis- 
tribution,^ treating this choice as a problem of economy; but they have 
generally disclaimed any competence to choose between such “eco- 
nomic” objectives as these and “noneconomic” objectives of the type 
mentioned. “No reputable economist has ever maintained that ma- 

® R. F. Harrod, “Scope and Method in Economics,” Economic Journal, September, 1938, 
p. 391. 

* L. Robbins, Essay on the Nature and Significance of Economic Science (2d ed. ; London, 1 937), 

p. 11. 

^ With what success is not our present concern. 
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terial progress was an end, good in itself, for the sake of w^hich every- 
thing else had to be sacrificed.”^ The most that economists have felt 
capable of doing has been to expose the relationships which exist be- 
tween particular “noneconomic” and “economic” objectives, often, 
but not always, with a view to showing that the achievement of the 
latter may contribute to the former. 

INCREASE OF PRODUCTION AS THE COMMON GOOD 

Adam Smith regarded “the annual produce of the land and labour 
of the society” as the main subject matter of economic theory; and the 
increase of production and consumption has usually been the most 
prominent of the objectives assumed or advocated by economists. 
With Bentham the emphasis shifted to maximum happiness; and the 
increase of production was considered to be for the common good, be- 
cause the acquisition of goods and services was obviously a very impor- 
tant source of human pleasure. Since all sections of the community 
share in the annual produce, it is easily assumed that all sections gain 
when it is increased ; and it is a commonplace that no redistribution of 
wealth at the beginning of the nineteenth century could have in- 
creased the quantity of goods and services available to the masses by 
anything like as much as they were increased as a result of the growth 
of total production in the following hundred years. 

Today the most prominent economic objective is still undoubtedly 
that of increasing the national real income, by which is meant the total 
stream of goods and services acquired by a community over a given 
period of time (usually twelve months) . This total is generally divided 
by the population, and income per head becomes the criterion of 
policy.® 

Although the increase of the national income has generally been 
considered to promise a greater increase in human satisfaction than 
any alteration in the distribution of a static dividend, economists have 
always been interested in the factors which determine the “division of 
the product.” The analysis of distribution between classes and be- 
tween individuals reveals conflicts of interests, which may be pushed 
into the background by an all-around increase in income but are never 
completely solved. And in unstable periods, when relative market 
values of different types of labor and property are changing, these con- 
flicts become particularly acute. On the whole, it seems true to say 

® A. G. B. Fisher, The Clash oj Progress and Security (London, 1935), p. 3. 

® For further comment see chap. xii. 
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that this problem of conflicting interests in the distribution of income 
has been the chief ground on which the objective of increasing pro- 
duction has been felt to require qualification. The attainment of a 
less unequal distribution of incomes has come to be recognized as an 
economic objective with compelling claims. Its appeal rests far more 
on notions of elementary justice, on natural sympathy for the extreme- 
ly poor, and on the fear that discontent among the poorer classes 
might lead to radical movements than upon the economists’ “law” of 
diminishing marginal utility. 

The position adopted by economists on the question of distribution 
has not been so definite as their support for the ideal of increasing the 
national income. On the one hand, the two objectives may be incon- 
sistent; and economists have urged that too drastic an attack on in- 
equality might check the incentive on which the growth of produc- 
tion rests. On the other hand, the notion that capacity for satisfaction 
from income is to some extent correlated with income received in the 
past has persisted as an argument against complete equality. Conse- 
quently, while economists have been ready to indorse the view that 
“a greater approach towards equality” would certainly increase the 
sum of human happiness, they have been rather vague as to how fast 
we should go in that direction. 

Control over distribution has not been conceived in terms only of 
diminishing inequality in general; the protection of particular sections of 
the community against the hardships which economic conditions im- 
pose upon them has been increasingly admitted as a legitimate objec- 
tive of economic policy. As in the case of a general reduction of in- 
equality, such a policy is conceived as being for the common good and 
owes its appeal to the same notions of justice, social sympathies, and 
fear of social strife. It has been frequently argued that the state should 
step in and, in the public interest, settle the conflicts between particu- 
lar interests in a fair manner. Economists have seen a great danger, 
however, in this type of policy, because they fear that the state will be- 
come the tool of sectional interests — a possibility that has received our 
attention in the theory of extra-market operations. But their protests 
and warnings have not been very effective. Even the term “state in- 
tervention” is becoming out of date, since state action is now so gen- 
eral that it tends to dominate rather than to interfere with the normal 
course of economic life. 

As the scope of economic policy has developed, the liberal’s concep- 
tion of the dangers of protecting sectional groups has also expanded, 
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until today liberalism makes its last stand, as it were, on the grounds 
that economic freedom and a less ambitious economic program for the 
state are essential factors in political freedom and peace. Professor von 
Hayek has argued persuasively that the objective of economic policy 
should be to establish a framework of general rules, within which the 
various conflicting interests of the economic world can work out their 
own compromise through the operations of the market. Hardships 
there will be under such a system, but they will appear as the result of 
impersonal market forces, which do not discriminate between individ- 
uals. “People will submit to misfortune which may hit anyone, but 
not so easily to suffering which is the result of arbitrary decision of au- 
thority.”^° Consequently, a government which sets out to put things 
right will be regarded as the source of hardships — either because its 
measures assist some people at the expense of others or because it fails to 
come to the help of everybody who is in difficulty. Control over public 
policy becomes an object of struggle, and intervention tends to spread 
until the whole economy is subject to regulation. To render this regu- 
lation effective, a “particularised code of values” must be imposed on 
the people, and all differences of opinion suppressed. “The economic 
dictator will soon find himself forced, even against his will, to assume 
dictatorship over the whole of the political and cultural life of the 
people. Whereas economic freedom has often been advocated as the 
best way of securing the harmony of individual interests, Professor 
von Hayek argues that, in the absence of economic freedom, conflict- 
ing interests will destroy political and intellectual freedom. Even “the 
struggle for the survival of ideas will take the form of a war of ideolo- 
gies between nations. Thus the objective of aiding particular 
groups is rejected, because it menaces other, noneconomic objectives. 

ECONOMIC FREEDOM 

The economist cannot prove the superiority of political freedom 
over a more equitable distribution of incomes; nor can be appeal to 
economic science to test fundamentally the thesis that these two objec- 
tives are inconsistent. But there is a bias in favor of freedom, because 
in the past it has been advanced as a necessary condition for the fullest 
achievement of recognized economic objectives, such as the maximiza- 
A. von Hayek, Freedom and the Economic System (Chicago, 1939), p. 18. 

^^Ibid,, p. 29. 

'^'^Ibid., p. 38; cf. also L. Robbins, Economic Planning and International Order (London, 
1937). 
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tion of production. As Professor Knight has remarked, economic free- 
dom has been approved on at least four different grounds, namely, (1) 
as a source of efficiency; (2) as an end in itself, desired by men; (3) as 
an absolute value — “men ought to be free, more or less whether they 
want to be or not”; and (4) as a means of relieving the state of tasks 
which would cripple it.^® Of these, the third is a dogma which the 
economist cannot prove or disprove and the fourth is Professor von 
Hayek’s argument noted above. Only the first two treat freedom as an 
economic good; (1) as a means of increasing production and (2) as a 
means of insuring the greatest satisfaction possible, within the range of 
alternatives open to each individual. The prominence of economic 
freedom as an objective of economic policy warrants a consideration 
of what is meant by freedom in this context and why economic free- 
dom is supposed to be for the common good. 

In the abstract, freedom escapes all attempts at definition. Its mean- 
ing can be made clear only by thinking of freedom from some particular 
restraint or freedom to do some particular thing. From the negative 
point of view, economic freedom generally means the absence of co- 
ercion or state regulation of industry, trade, and expenditure, but not 
necessarily freedom from want. The positive meaning of economic 
freedom is the right to choose one’s occupation, one’s method of work, 
and channels of expenditure, but not the right to enjoy any particular 
standard of life. Hence the cynical reflection that the worker is free to 
choose between the wages offered him and starvation. From either 
point of view, economic freedom is never “absolute”; and in practice a 
“reasonable” degree of economic freedom is considered a sufficient 
objective. 

On what economic grounds, then, is it considered likely that eco- 
nomic freedom will promote the common good? The first of these 
grounds, distinguished by Professor Knight, applies more particularly 
to the businessman. We may recall Marshall’s observation that “the 
advantages of economic freedom are never more strikingly manifest 
than when a businessman endowed with genius is trying experiments, 
at his own risk, to see whether some new method, or combination of 
old methods, will be more efficient than the old.”^^ But still more im- 
portant is the argument that, if businessman are free to adapt their 
production to the market indicators of prices and demand, consumers’ 
wants will be more fully satisfied than under a planned system. This 

H. Knight, “Ethics and Economic Reform,” Economica, February, 1939, p. 11. 

A. Marshall, Principles of Economics (8th ed.; London, 1922), p. 406. 



SOME OBJECTIVES OF POLICY 


235 


appeal to efficiency links economic freedom with the economic ob- 
jectives of increasing production and directing it into the “right” chan- 
nels. 

Unfortunately, freedom also opens the gates to mistakes. A con- 
siderable proportion of the restrictions placed upon the freedom of 
producers and businessmen has been justified by reference to the hu- 
man propensity to direct production into the “wrong” channels. If we 
may parody Marshall, “the disadvantages of economic freedom are 
never more strikingly manifest than when a businessman, endowed 
with supreme obstinacy, is carrying on the old methods, at the risk of 
his employees and shareholders, and refuses to recognize that times 
have changed.” It may be admitted that restrictions are not always 
well advised; but the fact remains that the association of freedom and 
efficiency is not so self-apparent to the modern mind as it was to the 
Victorians. 

The second ground for indorsing freedom is that people are more 
likely to be happy if they can choose for themselves. Tliis applies par- 
ticularly to the consumer and to the producer, considered as a con- 
sumer of his own time and energy. If the consumer is free to choose be- 
tween different avenues of expenditure and the producer between dif- 
ferent activities, according to their respective preferences, it is argued, 
this tends to give the greatest possible satisfaction, under existing con- 
ditions, to all concerned. Mr. Harrod has suggested that this is the eco- 
nomic criterion. “If an individual prefers a commodity or service X 
to T, it is economically better that he should have it. Similarly, if the 
individual prefers work X to T, or dislikes it less, it is economically bet- 
ter that he should do it. The economic good is thus the preferred.”^® 
This may be considered a matter of arbitrary definition of the term 
“economic good”; but it is more usual to claim that greater satisfac- 
tion will ensue if people are free to follow their own preferences. 

This claim is obviously subject to the qualification that freedom is 
restricted by one’s means and capacities. But there are two other 
sources of doubt, namely, the possibility that people may choose 
“wrongly,” from the viewpoint of their own satisfaction, and the possi- 
bility that the necessity of having to choose may sometimes be dis- 
tasteful. 

Economists have generally disclaimed any ability to say whether an 
individual would gain greater satisfaction by making a different 
choice. Tastes differ; and any attempt to claim authority for the ob- 
Op. cit., p. 389. 
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server’s own standards of judgment is condemned as unscientific. It is 
therefore customary, “in economic analysis, to assume that human 
welfare can best be promoted by leaving each individual free to secure 
his own betterment in any way that he can, and to leave it to his in- 
stinct of self preservation to decide how he should spend the money 
available to him.”^® But the development of the science of nutrition is 
making it possible 

to indicate the general direction in which the present dietaries of all countries of the 
world fall short of the minimum desirable for the maintenance of health and physiolog- 
ical well-being While the other constituents of the real income of human beings 

cannot be treated in quite the same way as foodstuffs, they lend themselves to some 
form of quantitative measurement, and specialised knowledge can give approximate 
minimum standards of clothing, house space and equipment necessary under different 
conditions of climate and other factors, to secure the physiological well-being of the 
people. 

The deficiencies which are revealed by such studies are sometimes due, 
not to lack of means, but to ignorance; and few would deny that great- 
er satisfaction can be obtained from a small income if the individual is 
fully informed regarding the minimum standards that are necessary 
for healthy living. 

It would also appear that freedom of choice would be more likely to 
yield satisfaction if knowledge regarding various products and kinds 
of work were less imperfect. So far as consumers’ freedom is concerned, 
its value is offset to a not inconsiderable extent by the combination of 
popular ignorance and misleading advertising. It might be argued 
that the provision .of more knowledge, through consumers’ advisory 
services and general education, while allowing choice to be better in- 
formed, really reduces its range. But this would not be regarded as a 
restriction on the buyer’s freedom. In the choice of an occupation, too, 
freedom would yield greater satisfaction if young people (and their 
parents) knew more about the prospects of different trades and their 
own occupational aptitudes. The movement for vocational guidance 
may thus be considered as an attempt to make the most of the work- 
ers’ freedom to choose his own work, within the limits imposed by geo- 
graphical and economic circumstances. Without such assistance, free- 
dom of choice often leads people into courses of action that they sub- 
sequently regret. 

This brings us to the second doubt regarding the efficacy of free 

League of Nations, Measures oj a National or International Character for Raising the Standard 
oj Living (memorandum prepared by N. F. Hall) (Geneva, 1938), p. 14. 

Ibid., p. 19. 



SOME OBJECTIVES OF POLICY 


237 


choice as a source of satisfaction. Not everybody feels competent to 
choose or ready to take the trouble. Choice itself involves a cost in 
time and energy, “and we resort to various expedients to avoid or 
minimize it.” Indeed, people often are prepared to pay others to 
choose for them when it is a question of alternative investments. A 
traveler prefers to dine table d’h6te rather than a la carte. And, if it 
were not for our own reluctance to admit our own ignorance, we 
should not make so much pretense of exercising our individual judg- 
ment in many matters. 

These considerations explain in part the declining hold of economic 
freedom on the imagination of men. But still more important is the 
fact that people are discontented with the range of possibilities within 
which they are free to choose. The freedom they demand today is free- 
dom from the conditions that press upon them, not freedom to choose 
between the limited opportunities that circumscribe their lives, “From 
now on,” writes Dr. Mannheim, “men will find a higher form of free- 
dom in allowing many aspects of their individual lives to be deter- 
mined by the social order laid down by the group, provided that it is 
an order which they themselves have chosen.”^® Most workers would 
prefer a steady job to freedom to choose between two poorly paid tem- 
porary positions. Most businessmen would rather have a regular con- 
tract at a good price than freedom to choose between two unprofitable 
markets. The freedom to choose one’s doctor has litde value to the 
man who cannot afford a doctor; and many a consumer would abdi- 
cate from his sovereignty in exchange for more of the things which are 
at present beyond his reach. In some ways freedom from fear and in- 
security is the most desired of all forms of freedom. When the ques- 
tion of security is raised, however, we reach a matter regarding which 
the economist has a good deal to say. 

SECtJRITY VERSUS PROGRESS 

We have already made some use of Professor Fisher’s work on The 
Clash of Progress and Security in our discussion of theories of economic 
development and in our own essay in the theory of extra-market opera- 
tions. It also serves to illustrate the possible conflict of objectives of 
economic policy. Professor Fisher writes: 

Nearly all our economic problems to-day either find their origin in, or at least are 
made much more complicated by a widespread confusion of mind, which leaves us 
unable to decide how far material progress is to be made the sole or ultimate object 

IS K. Mannheim, Man and SociHy (London, 1940), p. 377. 
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of economic policy, or how far it should be sacrificed in the interests of individual se- 
curity and stability The modern world for the most part desires material prog- 

ress, but with equal emphasis it also for the most part does not desire the changes with- 
out which material progress is impossible.*® 

Professor Fisher’s chief concern is to clear up the intellectual confusion 
which prevents the issue between the objects of material progress and 
security from being clearly understood. In this connection he quotes 
Professor Robbins’ observation that “the majority of the human race 
are still very poor, and if, in the interests of a supposed stability, a halt 
is to be called in the process of raising real incomes, it is an issue which 
should be squarely presented to those who are most affected by it.”^® 
The inequalities of the capitalist system. Professor Fisher argues, can 
be justified only if in this system “sufficient plasticity and flexibility 
are maintained to make possible a steady if irregular improvement in 
the standard of living.” 

Although Professor Fisher does not commit himself in so many 
words, it would appear from the tenor of his discussion that he regards 
the objective of material progress as superior to that of security. One 
factor in his attitude is the observation that the conflicts which arise out 
of the changes implied in progress are “to a large extent conflicts be- 
tween the divergent interests of different sections of the community, or 
of different nations; or between the special interests of groups and the 
wider interests of the whole nation or of the whole world. Progress 
is considered to be for the common good, while security is desired by 
sectional groups at the expense, if need be, of the rest of the com- 
munity. 

However, the prominence in recent times of measures designed to 
provide security of employment raises doubts as to whether the popu- 
larity of this objective can be attributed chiefly to intellectual confu- 
sion and the influence of sectional groups in the community. “In 
spite of all difficulties,” writes Cannan, “it seems we may safely say 
that the tendency of modern civilisation is towards the better satisfying 
of the natura^ desire for security in the enjoyment of economic posi- 
tion. Again, Professor MacGregor observes that “in a complex so- 
ciety, work itself is an object of search and desire; it may satisfy more 

>9 Pp. 5-7. 

L. Robbins, The Great Depression (London, 1933), p. 142; quoted by Fisher, op. ciL, 
p. 5 n. 

Op. cit., p. 7. 

Cannan, A Review of Economic Theory (London, 1929), p. 432. 
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urgent and important desires than some of its products do. Apart 
from the deprivation of the desire for work, the consciousness of a 
large degree of unemployment is a ‘dissatisfaction’ to the community. 
In other words, employment is itself one of the things that industry is 
‘for.’ This emergence of security of employment as an objective of 
policy reflects, of course, the impression made on human minds by the 
mass unemployment of the period after 1920. For the unemployed 
man 

the catastrophe lies not merely in the disappearance of external opportunities for 
work but also in the fact that his elaborate emotional system, intricately connected as 

it is with the smooth working of social institutions, now loses its object fixation 

Even if the immediate needs of life are satisfied, by means of unemployment relief, the 
whole life-organisation and the family hopes and expectations are annihilated. 

As the number of the unemployed and the duration of unemployment 
assumed a hitherto unexperienced magnitude, the unemployed have 
grown from a few unfortunate individuals, to be pitied and assisted, 
into a symbol of the “partial dissolution of the social order.” Nor has 
the absorption of the unemployed into armies and war production 
banished the specter from our minds. Social security, therefore, is 
likely to remain a dominant objective of economic policy, not because 
individual or sectional economic interests are to take precedence over 
the common good represented by increasing production, but because 
the provision of a reasonable measure of security will be a necessary 
condition for the stability of any political or social system. In other 
words, security is likely to be imposed on the economist as a “noneco- 
nomic” objective, which must be sought by economic policy, even if 
at some sacrifice of “economic” objectives. 

This conclusion makes it all the more important that investigations, 
such as Professor Fisher’s should be pursued. The cogency of the ob- 
jective of security will depend on the magnitude of the sacrifice of 
other objectives which may be involved. “The world is .... a wretch- 
edly poor place,” writes Mr. Colin Clark, after reviewing estimates of 
national income for many countries.^ And Professor Fisher claims to 
show that the provision of security for the individual may involve not 
merely the sacrifice of progress but, in certain circumstances, a decline 
in total production- “We must in fact choose between progress and 
retrogression; if we deliberately prefer stability to progress, we shall be- 

H. MacGregor, Public Aspects of Finance (Oxford, 1939), p. 103. 

** Mannheim, op. cit., p. 128. 

“ "The Conditions of Economic Progress (London, 1940), p. 2. 
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fore long find that we have sacrificed both.”^® It will be important to 
know, in relation to specific instances, whether this thesis is applicable 
and, if so, to what extent. 

At the same time, the whole problem of security will require study 
on a broader basis than economists have yet attempted. Three dis- 
tinct problems may be distinguished under the head of insecurity. 
First, there is the loss of income, occupation, and social status; second 
the frustration of social ambitions, including those of the dependent 
members of the family; and, finally, the change of activity or place of 
work or associates. The magnitude of these problems is affected by 
various aspects of social and economic policy; and the clash of progress 
and security in practice may be to some extent diminished by attack- 
ing these problems directly, instead of indirectly by preventing the 
changes associated with progress. 

Professor Fisher finds the chief difficulty with the modern capitalist, 
who refuses to take the risks associated with new industrial develop- 
ments, and he sees the initiative passing to public investment. He 
hints at a solution to the first of the three problems distinguished 
above: "The root of the labourer’s objection to change lies not so 
much in his devotion to his customary work as in his devotion to his cus- 
tomary income. If he can be safeguarded against the risks associated 
with the transition from one kind of work to another, there will usually 
be very little objection to change as such.”^^ This oversimplifies the 
problem, but it indicates the special importance of unemployment in- 
surance or compensation in relation to progress. But most schemes of 
this type relate only to workers employed on wages, while the demand 
for security and the opposition to the changes implicit in progress 
come also from the small tradesman and shopkeeper. The scale of 
compensation, too, is often inadequate to prevent “the downward 
drag of unemployment,”^® as far as the social status of the family is 
concerned. The second problem distinguished above, namely, the 
frustration of future hopes, recalls Bentham’s use of the word "secur- 
ity” for the "disappointment-preventing principle.”^® It may be 
argued, however, that the prominence of social ambition is itself a 
function of the inequality of income and that the progressive diminu- 

cit., p. 91. 

22S. 

Cf. R. C. Davison, The Unemployed: Old Policies and New (London and New York, 
1929). 

Cf. Hal^vy, op. cit., p. 46. 
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tion of inequality through public policy would weaken this motive to 
resistance against change. The increasing socialization of education, 
health services, and housing also tend to diminish the significance of 
income grades as a measure of social status. Finally, the systematic 
cultivation of occupational mobility, through schooling and adult edu- 
cation, has not been seriously attempted in any country. “Education 
for insecurity” might therefore contribute something to the solution 
of the third problem. This leads us, however, into a field in which the 
economist has little to say. 

But the conflict between progress and security, though it may be 
diminished by such measures, will not be completely solved. Though 
the economist may be able to help the statesman count the cost of 
social security, he cannot assume the right to settle the issue one way 
or the other. This conclusion should, however, cause no surprise. It 
implies a similar status for the objective of the security of individuals 
as is already accorded to that of the security of the whole nation — an 
objective which may be imposed on the economist by the circum- 
stances of his time. 

DEFENCE AND OPULENCE: THE OBJECTIVES OF WAR ECONOMICS 

The problems of war economics reveal the clash of objectives in an 
unusually clear light. Adam Smith’s famous dictum that “defence is 
of much more importance than opulence” constitutes an exception to 
the generalization that economists hesitate to pronounce on the rela- 
tive desirability of “economic” and “noneconomic” objectives. The 
specific issue, which precipitated Smith’s remark, was the desirability 
of “the act of navigation,” which, although “not favourable to foreign 
commerce, or to the growth of that opulence which can arise from it,” 
he considered to be “perhaps the wisest of all the commercial regula- 
tions of England” because “aimed at the diminution of the naval pow- 
er of Holland.”®” But Smith’s work covered much more, of course, 
than economics, as conceived by modern economists. When he comes, 
at a later stage, to discuss defense expenditure, he mixes war econom- 
ics and military science indiscriminately and generalizes as readily 
about the relative military merits of the militia and the standing army 
as about the economic problems involved in maintaining an army in 
the field. 

Modern discussions of war economics cover several related objec- 

Wealth of Nations, Book V, chap. ii. 
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lives. First, there is the objective of economic mobUization; or the indus- 
trial organization of the nation so as to produce the ‘maximum war 
effort — in terms of trained and equipped fighting forces — ^frora limited 
resources of man-power and other factors of production. Alternative- 
ly, if battle has not yet been joined, this objective may be stated as the 
maintenance of the necessary state of armed preparedness, with the 
minimum sacrifice of civilian living standards. Second, there is the 
objective of economic warfare^ namely, to deprive the enemy of some of 
his productive resources and organization by armed attack, blockade, 
or forestalling in neutral markets. Third, there is the economics of siege, 
in which the objective is the adjustment of the economy to losses 
through economic warfare. Fourth, there is the objective of the fair 
distribution of war costs as between different sections of the community. 
The problem of compensation for losses, injuries, and damages is part 
of this larger question. Each of these problems has financial aspects, 
but it is often convenient to consider war finance as a single problem, 
namely, the choice of fiscal and monetary measures to facilitate the at- 
tainment of the four primary objectives of war economics. The prob- 
lem of war finance is complicated by the fact that these four objec- 
tives are not always consistent with one another. In theory they might 
be regarded as subsidiary to the general objective of organization for 
total war; and any apparent conflicts might be considered as problems 
of war economy in the widest sense of the term.®^ But economists have 
not claimed any competence to settle such “economic” problems. 

Moreover, complete subordination of all objectives to the war would 
involve pursuing the objectives of compensation and a fair distribu- 
tion of war costs only as far as might be necessary to maintain morale 
and reduce resistance to other war measures; any further attention to 
these problems might be considered as an unnecessary diversion of 
energy from more important objectives. In practice, however, total 
war, in this absolute sense, is not readily imposed on any people; and 
independent objectives, including those of “security,” an “equitable” 
distribution of the burden, and preparing for a rapid post-war recon- 
struction of civil life, exert some influence upon wartime economic 
policy. 

In so far as these independent objectives of war economics consist 

Cf. E. R. Walker, “War Economy; The Nature of the Problem,” Economic Record, 
June, 1940. 

Cf. E. R. Walker, “Total War — ^with Reservations,” Economic Record, December, 
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of purely sectional interests, they cannot be supported by appeal to con- 
ventional economic canons, for the latter are represented as arising 
only from the common good. It is only when the equitable distribution 
of the burden is considered to be in the best interests of the whole com- 
munity that it is regarded as “economically sound.” The other prob- 
lems of war economics all owe their existence to the supremacy of the 
war effort over “normal” economic considerations; all involve some 
sacrifice of “economic” objectives. For instance, the maximization of 
war production, with the minimum reservation of men for industrial 
purposes, is very closely linked with the conventional economic objec- 
tive of increasing the volume of production, the withdrawal of men for 
military service being regarded as equivalent to a reduction in the 
resources available to the economy. The withdrawal of these re- 
sources, however, may have to be stimulated by “economic” policy, 
such as investment control and restriction of civilian production; and 
in this case the normal economic objective of increasing total produc- 
tion gives way to the war objective. In so far as economic warfare in- 
volves economic policy, e.g., the purchase of “unwanted” export sur- 
pluses from neutrals, this too represents a sacrifice of real income in the 
interests of the war effort. So, too, the accumulation of reserve stocks 
of food and materials and the encouragement of “uneconomic” indus- 
tries to replace imports run counter to “economic” objectives. The 
modern economist has no pretension to any capacity to decide whether 
these sacrifices of economic objectives are, in any particular case, likely 
to promote the good of all. 

It is true that economists have sometimes argued that the defense 
argument for national self-sufficiency nullifies itself, when the econom- 
ic cost (in terms of foregone production) is so great that the industrial 
foundations of military strength are undermined. But in this argu- 
ment the economic criterion is definitely subordinate to the goal of na- 
tional defense. The same applies to the argument that international 
trade builds up in the export industries an industrial reserve which 
can be diverted to war purposes in case of need®^ and to the suggestion 
that wartime economic controls, if carried too far, may sap the eco- 
nomic system of its enterprise and efficiency. 

These observations suggest that “national defense” is usually ac- 
cepted by the economist as a noneconomic objective to be pursued 
rather than evaluated, so far as he, as an economist, is concerned. If it 

33 Weekly Report of the German Institute for Business Research, January 26, 1939. 
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conflicts with an objective which economists have indorsed, the econo- 
mist does not offer scientific authority for preferring one to the other; 
but, when defense considerations are paramount, the economic objec- 
tives serve to assist the choice as between otherwise equally attractive 
or unattractive measures. 

There is also the possibility, however, of considering defensive or 
offensive war as itself an instrument; directed toward economic objec- 
tives. Professor Robbins has indorsed the view that “both in regard 
to trade and in regard to migration there may be very real national in- 
terests in the actual position of the boundaries’’;®^ and the economic 
gains to be had from success and the economic losses to be feared from 
defeat are part of the stock-in-trade of w;artime propaganda. War 
may be conceived as a gigantic arid costly extra-market operation, de- 
signed to alter the conditions to which normal national economic life 
must adjust itself. For the most part, however, economists have had a 
bias in favor of peace and have not elevated war to the status of an 
economic objective. 


THE GROWTH OF POPULATION 

The objective of national defense has sometimes involved the ac- 
ceptance of an additional objective which economists have not pre- 
viously indorsed on economic grounds, namely, the growth of popula- 
tion. Although it might be argued that the sum of human happiness 
is increased, if there are more humans to be happy, economists have 
been so impressed, since Mjalthus, with the dangers of “overpopula- 
tion” that they have concentrated on production or income per head. 
But, if defense requires more population, this may override any ad- 
verse reactions upon production. 

In Australia, for instance, with densely populated countries as 
neighbors, it is commonly assumed that “the continent must be peo- 
pled if it is to be held.” A committee of economists, which prepared a 
report on the Australian tariff in 1929, argued that “the maximum in- 
come per head for Australia would probably be obtained by reducing 
it to one large sheep-run with the necessary subsidiary and sheltered 
industries and a few rich mines — and a population of about 2 million 
people.” But, “in view of the settled national policy,” they took “as 
fundamental to the whole inquiry the necessity of maintaining at least 
our present population at the present standard of living. We might 

L. Robbins, The Economic Causes of War (London, 1939), p. 74. 
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bracket it,” they said, “with the White Australia policy as a condition 
which must be satisfied by any form of alternative production to take 
the place of protected production,” if the tariff were to be reduced. 
They accordingly centered their investigation upon the question of 
whether population could have increased so rapidly, without any re- 
duction in living standards, if a protectionist policy had not been fol- 
lowed. 

Economists have generally not felt competent to question the view 
that a larger population might be desirable from the viewpoint of de- 
fense, even if at a lower level of income. They have contented them- 
selves with indicating the extent of the economic difficulties which may 
be caused by a too rapid increase in population. In more recent years, 
however, with the prospect of declining populations, in Western coun- 
tries at least, economists have found definite “economic advantages” 
in an increasing population: greater occupational mobility, a smaller 
proportion of elderly dependents, a stimulus to investment in housing 
and the staple industries, etc. The result is that the reversal of the 
present trend toward stationary or declining populations bids fair to be 
recognized as a prime “economic” objective, as well as a “political” 
one. 

CONCLUSION 

From this survey it is clear that a sharp distinction between eco- 
nomic and noneconomic objectives is difficult to maintain. The econo- 
mist has been led to consider various objectives, but it has been the 
march of events and the development of public sentiment rather than 
the progress of economic science itself which have given particular ob- 
jectives their place in economic literature. Our discussion also illus- 
trates the suggestion made earlier that what the economist has to say 
about these objectives consists largely of analysis of their relationships 
to one another, revealing, on the one hand the conflicts between dif- 
ferent objectives and, on the other, the role of some objectives as in- 
strumental to other objectives. Economic science does not, unaided, 
establish the supremacy of any particular objectives; but it would be 
foolish to pretend that economists’ discussions have been without in- 
fluence. 

•^5J. B. Brigden and Others, The Australian Tariff (Melbourne, 1929), p. 70. 



CHAPTER XII 

ECONOMIC WELFARE RECONSIDERED 

W HILE the review of various objectives given in chapter xi 
throws some light on the contribution of economics , to the 
formulation of objectives of policy, it by no means does 
justice to the strenuous efforts of economists to reconcile their desire to 
do good with their conviction that, as scientists, they cannot tell good 
from evil. The most systematic attempt to establish a set of definite 
objectives for economic policy is undoubtedly that of the “welfare” 
economists; and, though Professor Robbins appeared to have dealt 
welfare economics a mortal blow,^ it was not long before it was resusci- 
tated, even if somewhat diminished in stature and virility. It is pro- 
posed to review recent discussions of the possibility of a scientific wel- 
fare economics and its scope, as a preliminary to setting up certain 
economic objectives as being appropriate to the spirit of our times. 

THE UNDERMINING OF WELFARE ECONOMICS 
When one refers to “welfare economists,” one has in mind particu- 
larly Professor A. C. Pigou and the late Edwin Cannan, though their 
pupils and followers have been legion. Despite the philosophical diffi- 
culties which their systems involve, they have proved an admirable 
framework for the presentation of economic theory. After a some- 
what embarrassed discussion of the impossibility of clearly demarcat- 
ing material or economic welfare from human welfare in general, the 
beginner is led readily to admit the importance, for material welfare, 
of national real income per head and the degree of inequality, per- 
haps also the stability of the national income over time and the condi- 
tions of work of those who produce it. Then, without any undue 
straining, the various analyses of economic theory fall into place, as 
conditions determining the size of the national income and its distribu- 
tion and, a little less convincingly, fluctuations in income and the con- 
ditions of work. Following such an approach, the student completes 
his first year with a picture of the economic world and some idea of 
what is necessary to produce a further increase in material welfare. 
What fault could be found with this adoption of material welfare as 

1 L. Robbins, Essay on the Nature and Significance of Economic Science (1st ed.; London, 
1932). 
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the natural objective of economic policy? Although somewhat over- 
shadowed by Professor Robbins’ work when it appeared two years 
later, the fullest criticism of material welfare is found in an article by 
Dr. Benham, published in 1930.® Three objections to “economic wel- 
fare” as the economic standard are advanced: it is a subjective con- 
cept, “which cannot be measured directly and about which statements 
are made which cannot be verified” ; the concept forms part of the sub- 
ject matter of psychology; and, most important, “economic welfare 
is a vague notion,” and “all statements about it, whilst apparently sci- 
entific,” really have a suppressed premise, embodying one’s own per- 
sonal opinion as to what economic welfare means; “thus the door is 
opened for personal opinions and prejudices to masquerade as sci- 
ence.”^ The third criticism is considered the most fundamental. 

If an undefined term is used, the user need not make clear even to himself precisely 
what he means by it. Welfare economists “deduce” economic welfare from its objec- 
tive indicia or counterparts (national income, etc.). But how many have clearly stated 
which indicia they choose? How many have considered what “weights” should be as- 
signed to the different indicia for the purpose of combining them? How many have 
dealt with the “weighting” of the components of a composite indicium such as working 
conditions, which contains hours of work, temperature, risk of accident and sickness, 
ventilation, and other elements? How many have considered the question of measur- 
ing inequality of incomes and stating what mode of distribution of the national in- 
come (reactions on production apart) would tend to maximise economic welfare?* 

Dr. Benham inclines to the view that the scientific combination of 
these indicia into a single standard of economic welfare is impossible 
and that economists would do better to adopt a number of objective 
standards, corresponding to the usual indicia of economic welfare. 

The economic effects of different events or possibilities could be considered as the 
effects upon real income per head, up>on the distribution of the group income, and so 
on, much as at present, but no “weighting” or “balancing” would be attempted. 
“Working conditions” would be resolved into its objective elements — ^hours of work, 
and so on — and effects upon each element considered separately. Any number of such 

“standards” could be considered But economists, whilst prepared to study the 

effects of changes in one standard upon the others, could refrain from any attempt to 
combine their standards in a single whole.® 

In practice, however, if all these aspects of policy are to be consid- 
ered, they must be weighted and combined in a final judgment as to 
what ought to be done. It may be suggested that it is part of the 
function of the economist at least to pose the problem of synthesis, 
even if he cannot offer a scientific solution of it. Dr. Benham admits 

* F. G. Benham, “Economic Welfare,” Economica, 1930, p. 173. 

» Ibid., p. 174. ■* Ibid., pp. 181-82. * Ibid., p. 187. 
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as an alternative that any individual economist might select a personal 
scale and set it out plainly for others to inspect, without claiming any 
scientific authority for it. Discussion of a number of such personal 
scales might conceivably lead to a consensus as to which scale should 
be generally adopted. But at present no such conventional scale is 
recognized. 

The difficulties of welfare economics are greatly increased, how- 
ever, when it is realized that real income per head, which is commonly 
regarded as the principal standard or indicium of economic welfare, is 
itself a composite standard and can be measured at all only by adopting 
a conventional scale of values. “The idea of changes in the total value 
of production [of heterogeneous commodities] has no precise con- 
tent.”® Statisticians adopt money as a unit of measurement and add 
together the money values of the various goods and services produced. 
But these values represent only the ratios in which these commodities 
are exchanged for one another; “any given price, therefore, has sig- 
nificance only in relation to the other prices prevailing at that time. 
.... It follows that the addition of prices or individual/ incomes to 
form social aggregates is an operation with a very limited meaning”; 
the aggregate is “nothing but a stream of money payments.”^ To 
make it significant for welfare we have to assume that relative prices 
measure the relative importance of each commodity as a source of 
welfare or satisfaction to the community as a whole. Professor Rob- 
bins suggests that, 

if we like to assume that preferences and distribution do not change rapidly within 
short periods, and that certain price changes may be regarded as particularly signifi- 
cant for the majority of economic subjects [i.e., individuals and firms' ihen no doubt 
we may assign to the movements of these aggregates a certain arbitrary meaning that 

is not without its uses And this is all that is claimed for such estimates by the 

best statisticians. 

This concession, however, understates the difficulties. It is not suffi- 
cient to assume that relative values do not change during the period 
under consideration or that any changes indicate agreement among 
the majority of individuals that the relative importance of commodities 
has varied accordingly. -We must assume that the existing scale of 
prices at any particular time is a “correct” measure of the relative im- 
portance of commodities to the whole community; and this implies 
that any changes in relative prices measure changes in their relative 

“Robbins, op. cit. (2d ed.; London, 1937), p. 66. 

7 Ibid., pp. 55-57. 
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importance. When it is remembered that relative prices are affected 
by the distribution of incomes, this is equivalent to assuming that in- 
comes are “correctly” distributed from the viewpoint of total satis- 
faction. 

It may be argued that in estimating total production the commod- 
ities should be revalued according to some other scale of prices, for in- 
stance, that which would rule if incomes were more evenly distrib- 
uted. The ideal measure of national income would be one in which 
goods and services were valued according to the prices which would 
rule if incomes were adjusted to capacity to obtain satisfaction from in- 
come. 

This would imply, however, that there is some objective measure of 
this capacity for satisfaction, which enables us to say whether A’s 
capacity for satisfaction is equal to B’s and, if not, to determine the 
proportion of one to the other. Dr. Benham and Professor Robbins 
alike claim that no such measure exists. There is no means of testing the 
magnitude of A’s satisfaction as compared with B’s. If we tested the state of 
their blood streams, that would be a test of blood, not of satisfaction. 
Introspection does not enable A to measure what is going on in B’s 
mind, nor B to measure what is going on in A’s. There is no way of 
comparing the satisfactions of different people.”® This amounts to 
saying that there is no scientific foundation for the belief that the dimi- 
nution of inequality will increase total satisfaction; and some of Pro- 
fessor Robbins’ readers have considered the main import of his argu- 
ment to be an attack on proposals for greater equality of distribution. 
He has therefore thought it necessary to state that, although he does 
not believe that “men are necessarily equal or should always be 
judged as such,” nevertheless, he believes that “in most cases, political 
calculations which do not treat them as if they were equal are morally 
revolting.” The difference between Professor Robbins’ position and 
that of the welfare economists on this point is that “they think that 
propositions based upon the assumption of equality are essentially p^t 
of economic science,” while he thinks that “the assumption of equality 
comes from outside, and that its justification is more ethical than sci- 
entific.” In the realm of action, at any rate, the real difference of 
opinion is not between those who dispute concerning the exact area to 
be designated by the adjective scientific ’’but between those who hold 

8 Ibid., pp. 139-40; cf. also Benham, op. cit., p. 179; and, earlier, Pareto, Manual d'eco- 
nomie politique (Paris, 1927), p. 265. 
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that human beings should be treated as if they were equal and those 
who hold that they should not.® 

The chief significance of Professor Robbins’ submission, however, 
lies not in its implications for the distributions of incomes as a separate 
issue in economic policy but in its general application to the whole of 
economic policy. If it is impossible to observe one person’s satisfaction 
and to compare it with that of another person, or of the same person 
at another time, it is impossible to determine the effects of any eco- 
nomic changes upon any individual’s satisfaction, let alone the total 
satisfaction of the community. It is, however, customary to assume 
that an increase in each of the goods and services enjoyed by an in- 
dividual brings him an increase in satisfaction, and a decline in all 
goods and services a decrease. This rests on the testimony of so many 
people regarding their own experience that we may regard it as al- 
most universally true. On the same basis it may be assumed that if a 
particular measure confers more of everything upon everybody it adds 
to total satisfaction; and, conversely, if it robs everybody of a portion 
of everything previously enjoyed it diminishes total satisfaction. But 
every measure which requires one person to forego anything, what- 
ever additional goods it provides for him or anybody else, “begs the 
great metaphysical question of the scientific comparability of different 
individual experiences.”^® 

A NEW START FOR WELFARE ECONOMICS? 

Mr. Harrod’s conclusion on this point is that “if the incomparability 
of utility to different individuals is strictly pressed, not only are the 
prescriptions of the welfare school ruled out, but all prescriptions 

whatever Some sort of postulate of equality has to be assumed, 

but it should be carefully formed and used with great caution, always 
subject to the proviso ‘unless the contrary can be shown.’ ” For ex- 
ample, “in the case of the uneven distribution of income, there are 
many special characteristics of the rich as a class to which due con- 
sideration must be given.”^^ Mr. Melville has suggested that the 
postulate of equality is not necessary, if we are considering policies 
which affect large groups of people. 

9 L. Robbins, “Interpersonal Comparisons of Utility,” Economic Journal^ December, 
1938, pp. 635 and 641. 

*9 Robbins, Essay on the Nature and Significance ofi Economic Science (2d ed.), p. 137. 

1* R. F. Harrod, “Scope and Method in Economics,” Economic Journal, September, 1938, 
p. 397. 
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In a homogeneous population we know that measurable characteristics are dis- 
tributed in much the same way in any two large groups. For example, if two large 
groups of equal numbers are selected at random we find about the same number in 

each group of any particular height or chest measurement As far as we can 

measure mental characteristics by examinations or intelligence tests, the same kind of 
distribution is found. There is therefore good reason to expect that the same kind of 
distribution of capacity to enjoy expenditure would be found in any two groups selected at 
random. 

Mr. Melville does not think that groups from different income levels 
differ sufficiently to invalidate this type of comparison: 

We may imagine the two groups to be paired, and units of money transferred from 
individuals in the richer group to individuals of the same innate capacity to enjoy ex- 
penditure in the poorer. Each such transfer will bring a greater gain of utility to the 
member of the poorer group than the loss of utility suffered by the member of the 
richer group: Thus the whole transfer may be said to increase economic welfare.^® 

This statistical approach undoubtedly meets some of the difficulties of 
the purely individualistic approach of most writers on the subject; and 
it does not rule out of court any modifications of conclusions which 
might be required by a study of the “special characteristics of the rich 
as a class,” referred to by Mr. Harrod. 

Another suggestion for saving something from the wreck of welfare 
economics was made, simultaneously with the above, by Mr. Kaldor. 
Holding that “it is quite impossible to decide on economic grounds 
what particular pattern of income-distribution maximises social wel- 
fare,” he argues that there is an economic case for all measures which 
make it possible both to improve the position of some persons and to 
compensate any others for whatever losses the measures may impose. 
Whether the compensation should, in fact, be given or not “is a politi- 
cal question on which the economist, qua economist, could hardly pro- 
nounce an opinion.”^® Mr. Kaldor indorses Professor Pigou’s pro- 
cedure of dividing “welfare economics” into two parts. “The first, 
and far the most important part, should include all those propositions 
for increasing social welfare which relate to the increase of aggregate 
production,” since in all such cases there would be a net benefit if 
measures were also taken to prevent any individual losses. “In the 
second part, concerning distribution, the economist should not be 
concerned with ‘prescriptions’ at all, but with the relative advantages 
of different ways of carrying out certain political ends,”^^ (Apparent- 
ly L. G. Melville, “Economic Welfare,” Economic Journal, September, 1939, p. 553. 

13 N. Kaldor, “Welfare Propositions in Economics,” Economic Journal, September, 1939, 
p. 550. 

i*/3iV/., p. 551. 
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ly, “the relative advantages” would be measured in terms of the ef- 
fects on aggregate production.) 

Professor Hicks has hailed Mr. Kaldor’s suggestion as laying the 
foundation for a purely scientific welfare economics, as the study of 
measures “which will allow of compensation being paid and yet show 
a net advantage”;^® this, he claims, is “a perfectly objective test” of 
their social “efficiency.”^® By adopting this line of approach “it is 
possible to put welfare economics on a secure basis, and to render it 
immune from positivist criticism.” There is also a practical advantage 
in that this line of approach “fixes attention upon the question of com- 
pensation.”^^ Professor Hicks thinks there are many cases where 
measures making for efficiency would have a better chance of being 
adopted if the possibility of compensation were borne in mind. He 
suggests that we should 

accustom ourselves, whenever we can, to thinking of every economic reform in close 
conjunction with some measure of compensation, designed to render it approximately 
innocuous from the distributive point of view. Since almost every conceivable kind 
of compensation [rearrangement of taxation] must itself be expected to have some in- 
fluence on production, the task of the welfare economist is not completed until he has 

envisaged the total effects on both sides of the proposed reform If, as will often 

happen, the best methods of compensation feasible involve some loss in productive 
efficiency, this loss will have to be taken into account, 

What Professor Hicks sets out to do is to demonstrate “the right of 
Welfare Economics [as redefined by himself] to be considered as an 
integral part of economic theory, capable of the same logical precision 
and the same significant elaboration as its twin brother, Positive Eco- 
nomics.” This statement has just a faint odor of “theoretic blight” 
about it; and one’s misgivings are strengthened by Professor Hicks’s 
subsequent attempt to elaborate a portion of the new welfare eco- 
nomics in an essay ending with the words, “if economists are to play 
their part in shaping the canons of economic policy fit for a new age, 
they will have to build on the foundation of Consumers’ Surplus.”^® 
On this line of approach it appears that the resuscitated welfare eco- 
nomics will be but a pale shadow of its former self. 

R- Hicks, “The Foundations of Welfare Economics,” Economic Journal, December, 
1939, p. 706. 

i«J. R. Hicks, “The Rehabilitation of Consumers’ Surplus,” Review of Economic Studies, 
February, 1941, p. 111. 

“The Foundations of Welfare Economics,” p. 711, 

Ibid., p. 712. 

19 “The Rehabilitation of Consumers’ Surplus,” p. 116. 
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This is not to suggest that it does not contain any positive contribu- 
tion to the choice of objectives of policy. On the contrary, it provides 
a useful classification of possible measures, which may well influence 
statesmen’s value judgments. The classification may be set out as 
follows: (1) measures which increase somebody’s income without 
causing a decline in anybody else’s (the extreme case under this 
heading is that of measures which increase everybody’s income); (2) 
measures which decrease somebody’s income without causing an in- 
crease in anybody else’s; (3) measures which increase somebody’s 
income so much that they can afford to compensate fully everybody 
whose income has been reduced by the policy in question; and (4) 
measures which increase somebody’s income, but not sufficiently to 
enable them to compensate fully everybody whose income has been 
thereby reduced. 

The classification of various measures under these heads may be re- 
garded as a task for economic science. Under the first heading Mr. 
Kaldor would place the stimulation of employment; and it is likely 
that total war, carried to its logical conclusion, fails under the second 
heading. It might be thought that measures to stabilize business con- 
ditions, or at least to bring recovery from depression, also fall into the 
first class. “With negligible exceptions,” writes Professor Knight, “the 
business cycle does not work to the advantage of any significant group 
or interest in capitalistic society. On the contrary, practically every- 
one suffers heavily from it, incurring serious economic loss, if not pri- 
vation. Hence the problem of cycle analysis does not arise out of and 
does not involve conflict of interest,”^® In practice, however, meas- 
ures are often recommended which do give rise to conflict. The 
Premiers’ Plan of 1931 is still a source of bitterness in Australian poli- 
tics. Nevertheless, the Keynesian type of policy, on the face of it, very 
nearly qualifies for inclusion in class 1 . 

The principal practical difficulty, when we come to measures ex- 
cluded from classes 1 and 2, is that of determining what is meant by 
“full” compensation. The general principle would be for the in- 
dividual to assess his own losses or gains, if we are to assume that inter- 
personal comparisons of utility are impossible. Where a definite fi- 
nancial loss can be attributed to a particular measure, however, and 
there is no obvious nonfinancial loss to be considered, the calculation 
of a compensation equal to the loss presents no difficulty. 

20 F. H. Knight, “The Business Cycle, Interest and Money,” Review of Economic Statistics , 
May, 1941, p. 66. 
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It may be noted that Mr. Kaldor would place every increase in ag- 
gregate production under the third heading; and at first glance it ap- 
pears unquestionable that if the total increases it will be possible to 
compensate for losses and leave a net gain for somebody. But, if we 
exclude interpersonal comparisons of utility and refuse to make any 
assumption about distribution, there is no significant method of meas- 
uring aggregate production. “As we have already seen, the idea of 
changes in the total value of production has no precise content.’’-^ 
Thus Mr. Kaldor excludes prescriptions regarding distribution but in- 
cludes a concept which implies acceptance of the existing pattern of 
distribution, whatever that may be. Professor Hicks is more cautious 
when considering the general conditions which would bring a measure 
into the first class and makes a point of defining them in such a way 
that the definition of real income is not involved. But, when he comes 
to consider the system of private enterprise, he finds that every simple 
reform “inflicts a loss of some sort on some people,” and he is obliged 
to seek measures which “will allow of compensation being paid, and 
which will yet show a net advantage,” i.e., falling in class 3. He then 
shows that, with perfect competition, an equilibrium tends to be es- 
tablished which leaves no further room for any reorganization of re- 
sources which would fall in class 3.^^ This really is the same argument 
as the one that aggregate production is maximized in perfect competi- 
tion; and it involves the same assumption that the existing pattern of 
distribution, whatever that may be, supplies the correct set of prices by 
which to value various commodities. 

It would appear, . therefore, that this attempt to restore welfare eco- 
nomics on a wertfrei basis is not altogether successful. Far more im- 
portant, however, is the fact that, whatever economic theory deals 
with, economic policy must deal continually with questions of dis- 
tribution and compensation. As a guide to practical policy, welfare 
economics has only limited value; and the problems which it ignores, 
as well as those which it pretends to solve, require either the adoption 
of the postulate of equality (although, as Mr. Melville has pointed out, 
equality of groups rather than of individuals is a necessary postulate) 
or a systematic investigation, along some other lines, into the relation 
of equality to welfare. 

Robbins, Essay on the Nature and Significance of Economic Science, p. 66. 

22 “The Foundations of Welfare Economics,” p. 704, n. 1. 

23 Various qualifications are noted (ibid., pp. 707—8). 

2“* Cf. K. Wicksell, Lectures on Political Economy (London, 1934), I, 77. 
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MINIMUM STANDARDS OF WELFARE AS OBJECTIVES 

Admittedly, either course takes us outside the competence of ana- 
lytical economic theory; and the most promising approach to the 
problem of the relation of inequality to welfare has its origin in studies 
by other sciences than economics, especially the sciences associated 
with public health. Medical science, with the aid of biochemistry and 
physiology, has determined the optimum diet from the viewpoint of 
physical health, taking into account such variable factors as age, type 
of work, and climate and the special needs of pregnancy and the nurs- 
ing of infants. Similarly, minimum housing standards have been wide- 
ly indorsed, since it can be shown that overcrowding, lack of air and 
sunlight, and inadequate toilet facilities are inimical to good health. 
Although less systematically studied in the past, minimum standards of 
clothing can be determined for various climates and types of work. 
One need only think of scientific polar exploration, the equipment of 
military forces for arctic and tropical service, respectively, the preva- 
lence of hookworm in barefooted communities, and the amount of 
bronchitis and pneumonia in cold parts of India, where cotton clothes 
predominate, to recognize that there is a field for scientific study of 
clothing needs. Finally, there are medical and dental services, which 
a person of moderate means takes as a matter of course but the in- 
adequacy of which is a factor in the unsatisfactory health of the poorer 
classes. 

The first considerable impact of such studies on economic theory 
was Mr. Penrose’s modification of the optimum theory of population, 
in which he proposed as a standard not maximum income per head 
but “consumption of the composite commodity that, in the light of ex- 
isting scientific knowledge, makes a greater contribution to welfare 
than, in the existing state of the arts, can be made by any alternative 
composite commodity.”^® To establish such a standard, “what is re- 
quired is a consensus among those who have special qualifications for 
judging the effect on welfare of the consumption of this or that com- 
modity in this or that quantity.” Admittedly, such a consensus has 
not yet been completed and for certain commodities will never be 
established. But it is in sight, as far as the goods and services that are 
essential to healthy living are concerned. 

2SE. F. Penrose, Population Theories and Their Application (Stanford, 1934), p. 84. The 
concept of an objective composite standard was noted earlier, but not elaborated, ^ 
Professor Pigou in his discussion of “A National Minimum Standard of Real Income, in 
Economics oj Weljare (3d ed.; London, 1929), Book IV. 
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Much the same procedure has been advocated by Mrs. Wootton 
in order “to form rough ideas as to the limits within which the market 
can be trusted in the interpretation of social ends.” She would “round 
up a miscellaneous body of experts, and collect from them all they 
have to say about the nature, and the relative urgency, of various hu- 
man needs, as these appear to each from his own standpoint.” Sub- 
sequently, she thinks, “some sort of balance has to be struck between 
what the expert thinks we ought to want, and what we ourselves think 
that we do want.”^® 

If, however, we do not attempt to cover the whole range of com- 
modities but confine ourselves to the question of what is necessary for 
physical health, the conflict between what we think we want and 
what is good for us sinks into the background. It is true that a family 
which can afford to purchase only the bare minimum required on such 
a standard will almost universally prefer to spend some of its income 
on going to the movies or other purposes not covered by the standard, 
even if this involves accepting an inferior standard of health. This 
tendency, though often condemned by moralists, may be welcomed as 
evidence of the unconquerable spirit of man. But it is not suggested 
that everybody should be forced to adopt this “health” standard as the 
objective of their economic activity. The important point is that the 
vast majority of the human race cannot enjoy such a standard under 
present conditions, even if each family hands over its choice of expen- 
diture to the experts on nutrition, housing, and the rest. Even in the 
most prosperous countries in the world, malnutrition, inferior housing, 
and other factors in inferior health are widespread. As Mr. Lewis Mum- 
ford has remarked, there is a striking contrast between the stress which 
economists lay on the insatiability of human wants and the failure of 
modern economic society to provide for the most elementary wants. 

Had it not been for the outbreak of war in 1939, this problem would 
have been thrust increasingly upon our attention, and it will loom 
large in discussions of post-war reconstruction. The League of Na- 
tions and the International Labour Office have both published the re- 
sults of comprehensive surveys of nutritional problems in relation to 
income and various aspects of current economic policy; and in 1937 
they had initiated similar investigations into other factors in living 
standards and their mutual relationships.^'^ Material already avail- 

*‘■'6. Wootton, Lament for Economics (London, 1938), pp. 283-88. 

Cf. League of Nations, Final Report oj the Mixed Committee on the Relation of Nutrition to 
Health, Agriculture and Economic Policy (Geneva, 1937); also Preliminary Investigation into Meas- 
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able indicates such vast needs for the increased production and dis- 
tribution to the poorer classes of certain goods and services fundamen- 
tal to healthy living, if present deficiencies are to be remedied, that the 
theoretical debate over the possibility of making “interpersonal com- 
parisons of utility” dwindles into the utmost insignificance. The popu- 
larization of this knowledge cannot but affect the public’s attitude 
toward the question of income distribution and the desirability of 
planning production, even if this involves some diminution of “eco- 
nomic freedom.” 

To know what is necessary for the mere survival of the many should make it intoler- 
able for the few with a relatively high standard of living to contemplate a state of af- 
fairs in which this minimum is not attained. In the absence of any higher motives, the 
mere instinct of self-preservation should oblige them to strive to make good contem- 
porary deficiencies It appears not untrue to say that the maintenance of the 

economic and political security of prosperous nations and of wealthy individuals has 
come to depend to a very substantial degree on the prosecution of measures designed 
to give at least a minimum standard of physiological living to the masses of the people. 
.... We can take it as axiomatic that the attainment by the peoples of the different 
countries of the world of that level of consumption which is necessary to secure for 
them a tolerable degree of physiological well-being is a conditio sine qua non of progress 
in all other directions. Man may not live by bread alone; but, without the necessary 
minimum of “bread,” the ordinary individual can scarcely be said to “live” at all.®* 

It is perhaps necessary to stress the fact that the adoption of the ob- 
jective of supplying everybody with at least the bare minimum for 
healthy living does not imply that we “regard our fellow creatures as 
though they were cattle or slaves, whose health or fitness is of the 
greatest importance to their masters, but who are without any voice in 
their own destiny”; the objective is to give everybody a chance to be 
something more.^® Nor does it imply that future policy should be 
dominated by a static ideal of a physiological minimum. The stand- 
ard essential for healthy living must seem to people of moderate cir- 
cumstances a rather dull and uninspiring one. When “ideal” work- 
ers’ diets have been published in Australia, they have raised a storm of 
protest from skilled, organized workers (or their self-appointed spokes- 
men), for it seems inhuman to “condemn” the worker to such a miser- 


ures of a J\fational or International Character for Raising the Standard of Living (Geneva, 1938, and 
Urban and Rural Housing (Geneva, 1939); International Labour Office, Workers' JIutrilion 
and Social Policy (Geneva, 1936), and The Workers' Standard of Living (Geneva, 1938); J. B. 
Orr, Food, Health, and Income (London, 1936); F. L. McDougall, Food and Welfare (Geneva, 
1938). 

Preliminary Investigation into Measures of a JIational or International Character for Raising the 
Standard of Living, pp. 12—13. 

29 Wootton, op. cit., p. 283. 
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able way of life. The minimum must be a dynamic ideal; and there 
are social forces which will tend to promote its expansion and develop- 
ment in the course of time. 

Where does the economist come into all this, if at all? Dr. Benham 
has argued that the conventional indicia of economic welfare “are 
chosen, or accepted, for discussion by economists because the spirit of 
the time has singled them out as having special significance.” It is 
the spirit of the time and the progress of other human sciences that are 
pressing this new objective upon the notice of statesmen and econo- 
mists alike. But the definition of the problem requires the co-opera- 
tion of economic science. This is equally confirmed by a study of the 
League of Nations* Final Report on Nutrition, in the preparation of which 
economists played an important part, and of the Australian govern- 
ment’s inquiry into nutrition, which was left in the hands of medical 
scientists. If a broader standard than nutrition alone is adopted, the 
economic interrelations of the production of the various goods and 
services makes a special call on the economist; and, indeed, the same 
problem arises in connection with different foodstuffs. Economic sci- 
ence is certainly relevant to the formulation of immediate objectives, 
since it should be able to indicate what is possible in the way of raising 
existing standards of consumption in those countries where the desir- 
able minimum is still far from being attained — which means almost 
every country. 

THE PROBLEM OF INEqUALITY 

The revelation of the “fact that the present consumption of the 
great mass of the people is inadequate, both in character and in quan- 
tity, to secure that basic physiological satisfaction, the attainment of 
which should mark the first stage in human progress,”®^ places the 
problem of inequality in a rather different light. Although economic 
science may produce evidence to qualify the common belief that redis- 
tribution would be an important method of raising the standards of the 
poor, the satisfaction to be had out of a comfortable income is greatly 
diminished, for sensitive persons, by the knowledge that others are de- 
nied the bare means of healthy living. From this point of view social 
stratification may be regarded as a device to protect the comfortable 
classes from that contact with the actual living conditions of poor peo- 
ple, which might work on the formers’ social sympathies and even pro- 

Op. cit., p. 186- 

League of Nations, Preliminary Investigation . . . . , p. 13. 
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mote a sense of guilt. If greater equality were presented as an integral 
part of a plan to raise everybody to the minimum necessary for healthy 
living, a certain proportion of comfortably off people would accept it 
cheerfully; and the proportion would be larger according to the ex- 
tent to which they were familiar with the conditions of life of those on 
very small incomes. 

As between income grades well above the “bread line,” the case for 
diminishing inequality must be argued on other grounds. Mr. Kaldor 
has argued that “the prospect of improving one’s income by one’s own 
efforts” is a source of direct satisfaction, and this prospect rests on the 
existence of inequality.®^ Professor Pigou suggests that a considerable 
proportion of the satisfaction yielded by the incomes of rich people 
comes from the fact that they are richer than other people. He finds 
in this a justification of transfers from the rich to the poor, because, if 
the incomes of all the rich are diminished together, differences be- 
tween them will remain and will continue to yield some satisfaction 
at least.®® The same argument might be used in support of the main- 
tenance of inequality, once everybody received at least the minimum 
standard. 

It will be noted that the problem is essentially a psychological one 
and that the economist can test Mr. Kaldor’s thesis, or Professor 
Pigou’s, only by amateur psychologizing. The problem might well be 
investigated by specialists in psychology, but it must be posed and 
brought to their attention by the economist. Meanwhile, it may be re- 
called that in chapter vi, in discussing reasons why a decline in income 
causes such dissatisfaction, we drew attention to the fact that much 
economic activity is devoted to reaching for the next higher rung of 
the social ladder. When this is achieved, it yields satisfaction for a 
time; but this satisfaction sinks into the background of consciousness 
as the new social status comes to be taken for granted and attention 
shifts to the next rung of the ladder, which, though still out of reach, 
has now come into the realm of possibility. With every increase in in- 
come, a certain part of the increment is spent on objects which serve to 
mark one’s new social status and which yield correspondingly less sat- 
isfaction as one grows accustomed to them. In other words, a society of 
unequal incomes, with its stress on pecuniary emulation, encourages 
much ostentatious expenditure,®^ which yields only temporary satis- 

Op. cit., p. 551. 

33 Pigou, op. cit., p. 92. 

Cf. T. Veblen, The Theory oj the Leisure Class (New York, 1899). 
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faction and, indeed, becomes an obligation to be met rather than a 
satisfaction to be enjoyed. This consideration must be set against the 
points already mentioned, which seem to support inequality as a 
source of satisfaction. 

On such matters as these, however, it is better to reserve judgment, 
in the hope that psychologists, stimulated by economists, may sooner 
or later provide us with more definite information about the degree of 
satisfaction to be had from the fact of inequality about us, assuming 
that nobody is so poor as to fall short of the minimum standard which 
is agreed to be necessary. The strongest impulse toward the reduction 
of inequality, on the latter assumption, is probably based on ethical 
and political considerations rather than on views as to the amount of 
satisfaction individuals get from their various incomes. Inequality of 
incomes tends to produce a frame of mind which values people ac- 
cording to their financial position and encourages expenditures which 
many moralists condemn as frivolous. It also leads to inequality of 
political power and breeds class conflict. These are considerations out- 
side the normal scope of economics. But, in relation to any attempt 
to correct these faults, economics comes into the picture with an anal- 
ysis of the roles which inequality plays as an incentive in economic life. 
The free play of the market implies some degree of inequality of in- 
come, and there are limits to the extent to which inequality can be 
reduced without altering the very basis of the economic system. This 
consideration, too, is relevant to the choice of objectives of policy. 

A BROADER CONCEPT OF WELFARE 

It is suggested, in view of the preceding discussion, that the welfare 
economics of the immediate future may well take as its principal sub- 
ject matter the various methods (in the fields of both production and 
distribution) by which minimum standards of welfare, scientifically de- 
termined, can be provided for all members of the community. This 
may come to be regarded as the primary economic objective of eco- 
nomic policy for the time being and the principal economic criterion 
to apply to the search for the best method of attaining some other ob- 
jective — ^perhaps a noneconomic one — ^which is set before the econo- 
mist as the goal toward which policy must be directed. It has already 
been suggested in several quarters that the only limitation on the eco- 
nomic war effort should be the provision of a national minimum 
standard of this type. In peacetime it might constitute the limitation 
upon the range to be allowed for economic freedom and the receipt of 
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large incomes. For some time to come our attitude toward inequality 
of incomes may well be determined by its relationship to this more 
fundamental objective. 

These opinions are not advanced as the findings of economic sci- 
ence. They clearly involve value judgments. But they indicate a field 
for welfare economics which can be cultivated by scientific methods, 
even if the collaboration of other scientists is necessary in the formula- 
tion of its standards. And this welfare economics is a more worthy 
successor to that of Cannan and Pigou^® than that suggested by Pro- 
fessor Hicks. 

But our objectives, as so far defined, may be criticized, as was the 
older welfare economics, as involving too narrow a concept of welfare or 
too arbitrary a distinction between material and other elements in wel- 
fare. In practice the economist’s study of welfare has always been 
chiefly in terms of monetary transactions and, although economists 
themselves have often been conscious of the inadequacy of such an ap- 
proach from the viewpoint of “a human valuation of industry” it may 
be claimed that their practice has tended to encourage the neglect of 
other aspects by those who formulate public policy. This was the 
basis of Ruskin’s protest that “there is no wealth but life.” He con- 
ceived it to be the task of political economy “to determine what are in 
reality useful or life giving things,” irrespective of pecuniary stand- 
ards, and consequently had next to no influence upon the develop- 
ment of economic science. Building on Ruskin’s premises, J. A. Hob- 
son attempted a “human valuation of industry,” substituting “for the 
monetary standard of wealth a standard of human well-being”;^' but 
his incidental attack on the “marginalism,” which figures so promi- 
nently in economic analysis, diverted even the welfare economists’ at- 
tention from Hobson’s contribution to the broader problem of the se- 
lection of objectives for economic policy. 

Now it is evident that in a value judgment of this sort economic sci- 
ence contributes no ground for attaching greater importance to the 
standard of consumption than to the conditions under which people 
work and the extent to which they find joy in work or merely drudg- 
ery. Lewis Mumford writes: 

As we have seen, it is equally necessary in the prediction of data changes (chaps, vii 
and ix). 

Indeed, as we have noted. Professor Pigou considered the establishment of a national 
minimum standard, though he did not elevate it to be the supreme objective of eccjnomic 
policy (cf. Economics of Welfare, Book IV, chap. xiii). 

37 Work and Wealth: A Human Valuation (New York, 1931), p. 9. 
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Our disregard for the quality of work itself, for work as a vital and educational 
process, is so habitual that it scarcely ever enters into our social demands. Yet it is 
plain that in the decision as to whether to build a bridge or a tunnel there is a human 
question that should outweigh the question of cheapness or human feasibility: namely, 
the number of lives that will be lost in the actual building or the advisability of con- 
demning a certain number of men to spend their entire working days underground 

supervising tunnel traffic Similarly the social choice between silk and rayon is 

not one that can be made simply on the different costs of production, or the difference 
in quality between the fibres themselves: there also remains to be integrated in the 
decision, the question as to differences in working pleasure between tending silk 
worms and assisting in rayon production. What the product contributes to the labour- 
er is just as important as what the worker contributes to the product.®* 

Here, again, we are entering the realm of opinion. But the way in 
which economists have handled this issue may have contributed some- 
what to the development of opinion. We have already noted that the 
economist’s comparative neglect of the less easily measured elements in 
human welfare has affected the general picture of the world which 
tends to be gained from the study of present-day economic theory. 
There has also been a tendency to assume that the worker himself, in 
balancing the real advantages as well as the financial advantages, of 
different occupations, maiximizes his own net satisfaction. It is argued, 
for instance, that a worker who prefers good conditions and interesting 
work to extra income can choose his occupation accordingly . But the 
range of employment opportunities is always limited by the directions 
into which capital and enterprise flow. The main reason why joy in 
work and good conditions have not figured more prominently in the 
objectives of economic policy is that the initiative for the establish- 
ment of industries and the promotion of public works rarely rests with 
the people who are most closely affected by conditions of work. The 
recognition of conditions of work as a factor in welfare raises, as defi- 
nitely as any proposals for the redistribution of income, the problem of 
balancing conflicting interests. 

This problem cannot be solved without a value judgment. But it is 
desirable that this value judgment be based on the fullest knowledge 
of the particular interests involved. This knowledge can be supplied 
only in part by economic science. The factors in joy in work and the 
relationship of conditions to the welfare of the worker can be syste- 
matically studied, but this is obviously a task for the psychologist and 
industrial medicine. Economic science can undertake the exploration 
of the economic consequences, for all concerned, of a policy which 
treats interesting work and good conditions as more important than 
Technics and Civilization (New York, 1934), p. 411. 
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productive efficiency. If this task is undertaken, economists will at 
least be acquitted of the charge of passive resistance to the formulation 
of still broader objectives for economic policy. The evidence already 
available is admittedly fragmentary; but the author’s own feelings im- 
pel him to indorse the view that the improvement of conditions is an 
objective comparable in value with the provision of a physiological 
optimum standard of consumption and that it should, like the latter 
objective, impose limits upon the permitted range of inequality of in- 
come and economic freedom. Such working conditions as can be 
measured can be investigated with a view to determining scientifically 
the optimum standards of conditions from the viewpoint of health; but 
the more subjective aspects of working conditions, such as joy in 
work, will escape such treatment. There seems to be a strong case, 
however, for extending the application of the principle, already ad- 
mitted in the case of extremely noxious occupations, of prohibiting or 
restricting work which is judged intrinsically deleterious to human 
welfare. Moreover, just as certain kinds of production must be in- 
creased by special measures if minimum standards of consumption are 
to be established, so, too, definite measures must be taken to provide 
more agreeable work and better conditions in the industries which are 
not inherently degrading to labor. 

At what point these two objectives — a minimum standard of con- 
sumption and the improvement of working conditions — may come into 
conflict with each other cannot be determined at this stage. The point 
of conflict would be reached more quickly if the existing pattern of in 
equality and of economic freedom were to be protected at all costs. I 
these latter objectives are placed lower in our scale of values— as seems^ 
almost inescapable — some progress toward both the other objectives 
can be made before they clash. The value judgments which must be 
made if and when this conflict emerges will present difficulty. It is 
all the more important, therefore, that the relevant facts be thoroughly 
explored in advance. 
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